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PRIVATE FOREIGN INVESTMENT 





MONDAY, DECEMBER 1, 1958 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON ForEIGN Trape Ponicy or 
THE COMMITTEE ON Ways AND MEans, 
Washington, D.C. 


The subcommittee met at 10 a. m., pursuant to notice, in the com- 
mittee room, New House Office Building, Hon. Hale Boggs (chairman 
of the subcommittee) presiding. _ 

Mr. Boaes. The subcommittee will please be in order. — Re 

Today the Subcommittee on Foreign Trade Policy is beginning 1 
week of hearings on the subject of private foreign investment. 

At the outset I wish to extend, on behalf of the subcommittee, a wel- 
come to the witnesses who will appear today and to those who will come 
before the subcommittee in the course of the hearings this week. | 

The Subcommittee on Foreign Trade Policy attaches great impor- 
tance to these hearings and to the subject which we have under review. 
In my press release of October 15 announcing these hearings, I noted 
that: 

It has become increasingly clear to us that foreign-trade policy in the sense of 
commercial policy cannot be divorced from other aspects of United States foreign 
economic policy. Our foreign economic policy must be conceived of as a whole, 
aimed at achieving certain national goals through a coordinated set of programs. 
One of the areas of international economic relations that relates closely to trade, 
that is to the movement of goods, is that of investment, the movement of capital. 


The close and intimate relationship between these two types of economic activity 
has repeatedly been brought to our attention. 


I further observed that: 


The subject of private investment policy is one that is commanding increasing 
public interest not only in the United States but throughout the free world. It 
is not one, however, that has received the careful attention that it deserves. 

I need not emphasize why this subject, and indeed our foreign eco- 
aoe policy as a whole, ue assumed such heightened importance 
today. 

In undertaking these hearings, I expressed the interest of the sub- 
committee in exploring the many facets of this complex and challeng- 
ing subject so that we can, after our study is completed, make a con- 
tribution to the development of appropriate public policy and legis- 
lation in this field. 

Today we will hear from representatives of the executive branch 
and in the succeeding 4 eave we will hear from the public. The public 
response to these hearings has been most gratifying. 

owever, because of the limited time avaliatie for the hearings, 
it has been necessary to limit the amount of time in which each wit- 
ness can present his oral statement. The subcommittee will of course 
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2 PRIVATE FOREIGN INVESTMENT 


be pleased to have for the record any additional material or extended 
statement which any witness wishes to make available this week or 
within the near future. 

We will also welcome any written statements which any interested 
person not appearing at the hearings may desire to submit for inclu- 
sion in the printed record of the hearings. 

So that we can complete each day’s program in the allotted time, I 
would like to urge upon each witness that he make every effort to con- 
fine his presentation within the time that has been assigned to him. 

Without objection, I will include at this point in the record the 
press release announcing the hearings. 

(Material referred to follows :) 


SUBCOM MITTEE ON FOREIGN TRADE Poticy, 
COMMITTEE ON WAYS AND MEANS, 
Washington, D. C., October 15, 1958. 


CHAIRMAN HALE Boacs (DEMOCRAT, LOUISIANA) OF THE SUBCOMMITTEE ON FOR- 
EIGN TRADE POLICY OF THE COMMITTEE ON WAYS AND MEANS ANNOUNCES HEAR- 
INGS ON THE SUBJECT OF UNITED STATES PRIVATE FOREIGN INVESTMENT 


Chairman Hale Boggs (Democrat, Louisiana) of the Subcommittee on For- 
eign Trade Policy of the Committee on Ways and Means today announced that 
the subcommtiee will conduct public hearings on the subject of United States 
private foreign investment beginning December 1. The purpose of the hearings 
is to explore the general subject and to identify those aspects of the subject on 
which legislative recommendations may be appropriate. 

Chairman Boggs’ statement follows: 

“The Subcommittee on Foreign Trade Policy has since its establishment in 
August 1956 undertaken studies, hearings, and reports in the field of foreign 
trade policy. In our studies and travels it has become increasingly clear to us 
that foreign trade policy in the sense of commercial policy cannot be divorced 
from other aspects of United States foreign economic policy. Our foreign 
economic policy must be conceived of as a whole, aimed at achieving certain 
national goals through a coordinated set of programs. One of the areas of 
international economic relations that relates closely to trade, that is to the move- 
ment of goods, is that of investment, the movement of capital. The close and 
intimate relationship between these two types of economic activity has repeat- 
edly been brought to our attention. By the same token, the United States 
governmental policy with respect to private investment bears a close relationship 
to trade policy. Both trade and investment are part of the organic process of 
economic growth and a study of one cannot be complete without a study of the 
other. 

“Tt is with these considerations in mind that the Subcommittee on Foreign 
Trade Policy has decided to undertake hearings relating to United States private 
investment abroad. These hearings will serve as a basis for an examination of 
United States policy in this area. The subject of private investment policy is 
one that is commanding increasing public interest not only in the United States 
but throughout the free world. It is not one, however, that has received the 
careful attention that it deserves. The future prospects for United States pri- 
vate investment abroad are such as to call for intensive examination of public 
policy in this field. 

“These subcommittee hearings are designed to elicit the views, advice and 
suggestions of informed and interested persons representing diverse points of 
view with respect to the matters that such persons regard as significant in this 
field and deserving of careful examination by the subcommittee. In the course 
of these hearings we hope to develop facts, opinions and recommendations about 
the broad range of matters comprehended by the subject of our inquiry. 

“Among other things the subcommittee expects that the December hearngs will 
develop information, views and recommendations with respect to the following 
types of questions : 

“What are the facts about United States private foreign investment? 
“What are the reasons American capital goes abroad? 

“What forms does such investment take? 

“What are the effects of such investment on the host country? 
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“What contribution does such investment make to the development of 
foreign trade with the United States and other countries? 

“What are the effects of such development on the economic development 
of underdeveloped countries? 

“What are the obstacles that stand in the way of new and expanding 
investment, both here and abroad? 

“What are the factors that condition the climate for investment abroad? 

“What is the proper concern of the United States Government in this field? 

“What types of governmental programs are appropriate in the light of 
our national interests? 

“What modifications in the tax systems of the United States as well as 
foreign countries are indicated? 

“What has been the effect of existing governmental programs in this field? 

“These questions are by no means the only ones pertinent to our hearings: 
They are merely illustrative of items of specific interest in the foreign investment 
field.” ' 

In the interest of a more effective presentation and of conserving the time of 
witnesses and the subcommittee it is suggested that those persons, companies 
and organizations with a similar interest designate one spokesman to present 
their views. 

Persons desiring to appear and testify orally should notify the clerk of the 
committee, room 1102, New House Office Building, Washington, D. C., as early 
as possible and in any event not later than November 15, 1958. Persons who are 
to appear are requested to submit 50 copies of their prepared statement 48 hours 
in advance of their scheduled appearance. If a witness desires to also make 
available copies of his statement for the press and the interested public, at least 
35 additional copies should be submitted for this purpose by the date of his 
appearance. Requests to be heard should specify generally the subject of the 
testimony, the name and address of the witness and the group or organization 
he represents, if any, with an estimate of the approximate amount of time needed 
to present the oral testimony. In order to facilitate the work of. the sub. 
committee and the staff it is suggested that the written statements be arranged 
with topical headings and that a summary of main points and recommendations 
be included. Witnesses will be notified as soon as possible after the cutoff date 
of November 15 as to the date of their scheduled appearance. 

Those persons and organizations who do not desire to testify orally but who. 
wish to make their views of record may submit 3 copies of their statement to 
the clerk not later than December 5, 1958 for inclusion in the printed record of 
the hearing. If feasible an additional 50 copies of such written statements, in 
lieu of personal appearances, should be provided for the use of the subcommittee 
members and the staffs. At least 35 additional copies should be submitted if it 
is desired that copies be furnished to the press and the interested public. 

The following are the members of the Subcommittee on Foreign Trade Policy: 

Hale Boggs, Louisiana, chairman 
Cecil R. King, California 

Burr P. Harrison, Virginia 

Eugene J. McCarthy, Minnesota 
Thaddeus M. Machrowicz, Michigan 
Daniel A. Reed, New York 

John W. Byrnes, Wisconsin 

Antoni N. Sadlak, Connecticut 
Thomas B. Curtis, Missouri 


Our first witness this morning is Hon. C. Douglas Dillon, the Under 
Secretary of State for Economic Affairs. We are very happy to have 
Mr. Dillon here. I think I speak in behalf of the subcommittee in 
saying that he is very well qualified to testify on the subject. He has: 


made a real contribution. 
Mr. Dillon. 


STATEMENT OF HON. C. DOUGLAS DILLON, UNDER SECRETARY OF 
STATE FOR ECONOMIC AFFAIRS 


Mr. Ditton. Thank you, Mr. Chairman. 
I welcome the opportunity to appear before this subcommittee to 
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explore with you the subject of United States private foreign 
investment. 

Today, with a hostile Communist bloc actively pressing a massive 
offensive against the western system of free meaner) the expansion 
and protection of American private investment abroad has become a 
matter of utmost concern to the Department of State in the conduct of 
our foreign relations. We have the liveliest interest in stimulating the 
outflow of United States private investment and its associated man- 
agement skills. 

We are seeking actively to enlist the vast resources and talents of 
American private enterprise in invigorating the economies of the free 
world. The skills of our private citizens, their experience in industry, 
and their resources of capital are an asset we must enlist to make the 
free world strong and to keep it free. The need is particularly acute in 
the newly developing countries of Asia, Africa, and Latin America. 

I do not need to dwell on the political or the human significance of 
economic growth in these countries. Their peoples and their leaders 
want political and economic independence. They want a stronger 
voice in world affairs. And they desperately want to improve their 
living standards. 

These countries are today a part of the free world. They want to 
remain so. But to remain free, they must have an acceptable measure 
of economic growth. They must never come to feel that their choice 
lies between bread and freedom. Whether they meet the challenge 
of growth in freedom or whether they take the Communist road to 
growth and, in the process are marshaled against us in hatred and 
envy, depends in no small part on what we do. 

The obstacles in the way of growth in the less developed world are 
staggering. There are wide variations, of course, but in the main, gov- 
ernments are weak, inexperienced, and thinly staffed. There is a 
shortage of technical, administrative, and organizing skill at every 
level. The energies of Government leaders are consumed in the 
struggle to consolidate political power and so to insure their new- 
found independence. 

Racial, religious, and class divisions add to economic and political 
tensions. The ratio of population to resources in many countries is 
abysmally out of proportion. Tradition and inertia are a drag on 
progress. 

We deceive ourselves if we think that progress will come easil 
according to natural laws. It will require continued and determined, 
even heroic, effort. The main burden is on the countries themselves, 
but it is in our interest as well as theirs that we help to ease and speed 
the process of growth. 

If these countries continue to stagnate, demagogs of one stripe or 
another will come forward to capitalize on discontent and frustration. 
They may mobilize support by stirring up memories of old wrongs, 
the highly industrialized nations of the West are favorite scape- 
goats. They may try to quiet internal unrest by external adventure. 
Or they may try to push the economy forward by regimentation in 
the Communist pattern. The danger to our future security and well- 
being is clear. 

It has always seemed to me that the private business community has 
a special stake in the success of this effort. Does anyone think for 





PRIVATE FOREIGN INVESTMENT 5 


a moment that our expanding foreign trade and investment will be 
unaffected if these great areas of the world fail to accomplish their 
economic growth in freedom? Or that the very ways in which we 
conduct our international commerce, largely on the basis of economic 
considerations, could prevail if these countries turned to totalitarian 
means of achieving their economic goals? _ AG 

I regard this problem, the achievement in freedom of higher livin 
standards, as the primary economic and political problem of the 20t 
century. Fortunately, it is a problem in which the interests of our 
Government and our business community coincide, so that a real op- 
portunity exists for a joint effort in attacking it. The objective is 
truly a national objective whose achievement is not, and should not, 
be the responsibility of Government agencies alone. ; 

There is no easy solution to this problem, and no single instru- 
ment alone will serve. We need the combined resources of Govern- 
ment and of private enterprise to meet it. We can help the develop- 
ing countries in a number of important ways: 

1. We can help by maintaining a high level of domestic economic 
activity so that we can buy the products of their industry and agri- 
culture. 

2. We can help by providing technical assistance in education, in 
agriculture, in industry, in resource surveys, and in public. adminis- 
tration. By sending experts into the field, by establishing training 
institutes abroad, by followchine and study tours in American insti- 
tutions, we can do more than convey skills; we can help to convey 
attitudes and values as well. Today many private groups are mak- 
ing an important contribution in this field. 

We can help the process of growth by providing capital for the 
basic public facilities on which development depends; the roads, 
dams, and harbors, the power grids and communication networks 
that are essential to a modern economy. The Export-Import Bank 
and the Development Loan Fande-and. in the international field the 
World Bank—are the financing agencies for this purpose. But the 
roads, dams, and power grids the banks can help to finance are not 
direct instruments of production. They do not produce the food, 
clothes, and housing required for a more decent living. They are 
anticipatory investments, They make it possible for enterprising 
persons to produce an increasing variety of goods and services for the 
consumer. 

It is in this great field of production that we look to the private in- 
vestor. We look to him to increase output on the farm, to extract 
the ores locked in the earth, to establish the factors for fabrication, 
and the networks for distribution. 

In the less developed countries, as in the United States, these activ- 
ities, although admittedly limited, are essentially private activities. 
There may be differences among countries in the free world in the 
degree to which governments participate directly in economic activ- 
ity, but the bulk of production and distribution in the less developed 
countries is in private hands, or is waiting to be developed by private 
initiative. 

We can help to speed the process of growth by giving technical and 
financial assistance to local entrepreneurs who want to invest in their 
country’s growth. And we can make a major contribution to free 
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world development by giving every proper encouragement to the 
American private investor to export his capital and his skills. Both 
his capital and his skills are needed. They are both scarce resources 
in the free world today. 

By putting his funds and his management talents to work abroad, 
the American investor not only develops effective enterprises, he also 
stimulates indigenous business groups by the influence of his ex- 
ample. 

Private investment in these areas coming from other industrialized 
countries has these effects too, and we welcome it as contributing to 
economic growth. 

We recognize that the activities of European investors in many 
parts of Asia and Africa, for example, long antedate the activities 
of our own investors and we look forward to their continued activity 
and interest. 

I should like to sketch briefly the programs we now have under way 
to promote United States private investment abroad : 

n the treaty field, we are continuing to negotiate the basic treaties 
of friendship, commerce, and navigation that provide the framework 
for international trade and investment. These treaties contain more 
comprehensive provisions for the protection of investments than did 
the treaties negotiated in an earlier day. 

We are actively negotiating international tax treaties to resolve 
issues of taxability in the United States and abroad and to work to- 
ward a reasonable allocation of sources of taxable income. 

In our current tax treaty negotiations, we have introduced an im- 
portant innovation. We are preparing to give tax credit for certain 
income taxes spared, as if they had in fact been collected abroad. 

At the present time a United States corporation operating abroad 
does not benefit from temporary income tax incentives and exemptions 
that developing countries may offer. Having a smaller foreign tax 
credit, the corporation pays a correspondingly higher United States 
tax. Thus, the effort of the developing country to attract American 
capital by tax inducements is frustrated. 

nder the tax-sparing provisions, the United States corporation 
would get a tax credit for income taxes spared by the foreign country 
as part of a bona fide program to promote productive investment. 

Under our investment-guaranty program, we offer investors, for a 
fee, guaranties against losses from certain nonbusiness risks: expro- 

riation, inconvertibility of exchange, and war. 

I should be remiss at this point if I did not say a few words about 
the normal, day-to-day activities of our embassies and consulates 
overseas. 

They are manned largely by officers of the Foreign Service of the 
United States. The very name of their Service in indicative of the fact 
that their duties are not limited to forwarding the interests of the 
Government. These dedicated men and women are working for the 
best: interests, both public and private, of all of the American people. 

They provide a continuous flow of information about investment 
conditions and opportunities abroad. They are prepared to advise 
and counsel American businessmen, both resident and visiting, and to 
assist them in every way appropriate, as, indeed, we in Washington 
are, too. 
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Very frequently, the ambassadors and the principal economic and 
commercial officers abroad are able to be of real help in facilitating 
our private trade and investment activity. More often than not, this 
is accomplished in quiet approaches or conversations which go un- 
heralded and often even unnoticed. 

We are endeavoring to strengthen and enlarge the economic and 
commercial staffs of our missions abroad so that they can be even more 
helpful in matters of these kinds. 

During the past year, a personal instruction was sent to every am- 
bassador to make sure that his staff was fully aware of the importance 
of this work and was making every reasonable and proper effort to 
assist American private trade and investment interests. 

We have Government agencies for financial participation in United 
States private investment abroad. 

In addition to its medium-term exporter credits, the Export-Import 
Bank makes long-term development loans to private enterprise, as well 
as to governments. Its loan in excess of $100 million to the Southern 
Peru Copper Corp., in which 4 American companies are participating, 
to mine ore in Toquepala, Peru, is a notable example. 

The bank also lends to American investors abroad foreign cur- 
rencies reserved for this purpose from the receipts of our sales of sur- 
plus agricultural commodities. In this first year of its operation, the 
Development Loan Fund has authorized loans to several American 
private enterprises overseas, and has other similar applications under 
active study. 

These measures—treaties of friendship, commerce, and navigation; 
double-tax treaties; the new tax-sparing provisions in our tax treaties; 
guaranties against certain nonbusiness risks of foreign enterprise; re- 
porting and personal-assistance services by our embassies; and loans 
to private ventures where other sources of capital are not available 
on reasonable terms—are the roster of major measures that have been 
developed over a period of years. 

Some have not yet had an opportunity to prove themselves fully. 
As yet, we have no tax treaty in effect which contains the tax-sparing 
provision. 

Our program of guaranties can come into force in each country 
only after the conclusion of an investment-guaranty agreement. Such 
agreements are now in effect with 38 countries. We are vigorously 
pressing the negotiation of similar agreements in other countries. 

The Development Loan Fund has had only 1 brief year of opera- 
tions; its influence on private ventures has yet to be felt. The loans 
of local currencies from sales of agricultural commodities have only 
just begun. 

It is difficult, therefore, to assess in any definitive way the eventual 
effectiveness of these programs. We can hope that, with time, their 
beneficial effects will multiply. But we certainly cannot be content 
to rest here. The need is too urgent. 

For example, while American private foreign investment—long- 
term—has reached the impressive total of around $331, billion, the 
flow of private capital has been uneven, and concentrated largely in 
Canada, Latin America, and Europe. United States direct private 
investment in the less developed areas of Asia, Africa, and the Middle 
East averaged only $100 million a year during the past 4 years. More- 
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over, over half of this investment has been in petroleum, leaving very 
little for all other purposes. 

I am sometimes told that there is little more that can appropriately 
be done than is now being done; that the obstacles to greater invest- 
ment, especially in the less developed countries, are beyond the reach 
of the United States Government and beyond the reach of the invest- 
ing community as well; that the deterrents are a consequence of the 
present stage of economic development and political evolution in the 
underdeveloped world, and that only slowly, as economic development 
proceeds and exaggerated nationalism subsides, will the situation alter. 

There are some economic historians who have schematized the situa- 
tion. Private foreign investment in the less developed countries, they 
say, follows a U-shaped curve. 

In the early stages of evolution toward growth, foreign business- 
men and foreign investors are welcome. Trade is conducted by foreign 
groups, and concessions are granted for foreign exploitation. 

As countries begin to advance on the road to growth, they become 
more conscious of themselves as nations. In this period of active 
nationalism, they may try to expel the foreign investor. Then, as 
growth proceeds, and as they develop more confidence in themselves, 
they invite the foreign investors back, and we are then on the upswing 
of the U-shaped curve. There may be some validity in this picture, 
but I do not think we should be bemused by it. 

For myself, I believe that we can and must find new ways to pro- 
mote American private investment abroad, and that we have by no 
means exhausted all of the practicable possibilities. 

At this time, several studies are underway. 

We have asked a representative group of business leaders associated 
with the Commerce Department’s Business Advisory Committee to 
explore new ways in which Government and private enterprise can 
cooperate to promote free-world growth. 

In response to the Javits amendment to the Mutual Security Act, 
the executive branch is preparing a report and recommendations on 
ways in which private enterprise can be more effectively utilized in 
advancing the foreign policy objectives of the United States. The 
business community has been circularized, and business leaders are 
being asked for their suggestions. The help of private consultants 
aaa been enlisted. We are hopeful of fruitful results from these 
studies. 

In constructing an expanded program to stimulate United States 
private investment abroad, we should be guided by lessons learned from 
previous experience. 

I should like to cite a few of the factors to be taken into con- 
sideration. 

First, the limitations of such a program must be recognized. A 
large part of our foreign economic problems simply cannot be solved 
by private enterprise. While an enlarged flow of United States pri- 
vate investment abroad is vital to the success of efforts to speed the 
economic growth of the less-developed countries, it is only one, albeit a 
major, weapon in this struggle. The job is so vast and complex that 
it must be attacked by all the resources and ingenity of both Govern- 
ment and private enterprise, working hand in hand and in close 
partnership. 
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The encouragement of private investment abroad should never be 
made the excuse for curtailing other important elements in a rounded, 
valid, and vital mutual-security program whose operations can and 
should serve to prepare and smooth the way for private investment 
both of indigenous and of foreign capital. 

Second, the program must be balanced. There are a number of 
major obstacles presently impeding an increased flow of United States 
pentete investment abroad. They include, for example, the relatively 
1igh exploratory costs to a company contemplating its first investment 
abroad, foreign-exchange problems, the attitudes of foreign govern- 
ments, the lack of tax incentives to compensate for the admitted] 
greater risks of new foreign investment, and finally, the lack of insti- 
tutional financing available in this country to smaller enterprises desir- 
ing to start new operations overseas. 

To be of maximum effectiveness, a program to encourage such invest- 
ment should attack all these obstacles on a broad scale. 

Third, we must always remember that foreign private investment 
can only flourish when the peoples of the countries concerned feel that 
this investment is benefiting their country as well as the foreign 
investor. This spirit can often be nurtured by partnership arrange- 
ments. It invariably requires a major effort at understanding and 
aseinneen on the part of American businessmen who wish to prosper 
abroad. 

Before I close, I should like to emphasize the fact that ever United 
States investment abroad normally sets off its own small cycle of 
economic growth in its host country. Each tends to be a focal point 
of capital accumulation for further useful investment in the country 
and, most important, each investment tends to stimulate comple- 
nee and/or supplementary investments on the part of local 
capital. 

An increased flow of United States private investment into under- 
developed countries, accompanied by the ingenuity and dynamism that 
has always characterized United States private enterprise, could mean 
an injection of vitality into the underdeveloped countries that would 
set off an unparalleled process of economic growth. 

It is for this reason that we particularly welcome the exploratory 
hearings your subcommittee is holding. We hope that from the testi- 
mony of those most directly concerned, the businessmen whose energies 
we want to enlist, fresh and stimulating ideas will develop that can 
be translated into effective programs designed to help achieve our 
national goal of peace and prosperous freedom in a stable world. 

Mr. Boees. Thank you very much, Mr. Secretary, for a fine state- 
ment. 

Mr. Byrnes. Mr. Chairman, the chairman recalls about 3 years ago 
a meeting of the Parliamentary Union when the question of foreign 
investments came up. One of the things at that time that most of the 
representatives seemed to be concerned about was the withdrawal of 
profits as a result of American investment in the country. 

Is there anything that we can do as far as policy of this Government 
to cure that handicap to private investment abroad! 

Mr. Diit0n. The facts are that over the past 3 years there has been 
a total of about a billion dollars a year of United States profits abroad 
reinvested, except in those countries. Certainly if we want to further 
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stimulate that, one means that is possible, and which should be ex- 
plored, is some form of broadened deferral of taxation on income until 
such time as it is returned to the United States; in other words, allow 
it, as long as it is being used in the country where the profit is made 
or in another foreign country, to remain abroad, and that would obvi- 
ously stimulate the incentive for companies to leave their profit abroad 
for a longer length of time. 

That 1s a complex subject and it will be discussed in somewhat 
greater detail by witnesses from the Treasury Department, but that 
could have that effect. 

Mr. Byrnes. I was referring to an attitude I knew did exist, at least 
3 years ago. Has there been any softening of attitude of some of 
these underdeveloped countries in the concern and worry that they 
have about withdrawal of profits? 

Mr. Dron. I think in the last 2 or 3 years there has been a very 
definite increase in the realization generally by the lesser developed 
countries of the necessities and the benefits that flow from private 
foreign investment. I noticed that particularly in my recent visit to 
India where the Indian Government, I would say, is far more conscious 
now than they were 3 or 4 years ago of the desirability and the need 
for large-scale private foreign investment, and they are taking action 
to stimulate that and their attitude is quite different than it used to be. 

Mr. Byrnes. Do they still insist on a partnership arrangement with 
their nationals? 

Mr. Ditton. They much prefer it. It is not necessarily insisted 
upon, but it works much better. 

Mr. Byrnes. There are quite a few of these countries, though, that 
we are concerned about that still maintain the requirement of part- 
nership arrangements ¢ 

Mr. Driton. There are quite a number that do require that. Actu- 
ally, our own companies on the whole I think are coming more and 
more to believe that that is the best way to handle it. There are some 
of our companies that now won’t go into a foreign country unless they 
can get a partner and sometimes they want that partner to have even 
more than half of the interest in the business. It is quite a new de- 
velopment. 

Mr. Byrnes. Thank you, Mr. Chairman. 

Mr. Boses. Mr. Machrowicz? 

Mr. Macnrowicz. I have no questions, Mr. Chairman. 

Mr. Boces. Mr. Secretary, this is a problem that involves areas of 
Government beyond the State Department. What liaison, if any, 
do you have with the Treasury Department, for instance? Or the 
Export-Import Bank or any of the other agencies that have been 
established with responsibilities in the field ? 

Mr. Ditton. With the Treasury Department, we have 2 forms or 3 
forms of liaison. We are constantly in close contact on all these 
problems with the Treasury Department. Our staffs are in close con- 
tact. I talk about problems of this nature several times a week with 
the Secretary of the Treasury, myself. ‘That is one method. 

The more formal method—there are two in the Development Loan 
Fund—is one whose purpose is to stimulate private investment abroad. 
One of the directors of that fund is the American Executive Director 
of the World Bank, who is also the Assistant Secretary of the Treasury 
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for International Affairs. So he sits in at our meetings and we con- 
cert together. The board passes on all loans. So we work very 
closely that way. 

Finally, all matters of policy, including a final check on all loans 
by the Development Loan Fund, all matters of tax policy or things 
of that nature, go before the National Advisory Committee, which 
was set up by statute at the time right after the war, at the time of 
Breton Woods, and which was chaired by the Secretary of the Treas- 
ury on which the Department of State is represented. 

That committee is very active continuously on the staff level and 
whenever they report policy matters, it meets at the top level. 

There were a Ava DOE of meetings recently working on policies, 
working toward this new idea of the American developmental insti- 
tution. In that way we work very closely, not only with the Treasury 
but the other agencies that are on the National Advisory Committee. 

Mr. Boaes. I have heard some comments from some of our groups 
here at home that, by encouraging investment abroad, we may do two 
things that they feel might be deterimental : One, eliminate certain 
export markets that we now enjoy; two, increase into the United 
States imports from areas abroad which may have labor standards 
which are below ours. 

Have you given any consideration to these questions ? 

Mr. Ditxon. The world is a very large place. 

The first point which you raise, I would think particularly bears 
on investment in European countries, rather advanced countries, 
where a number of our companies have put branch plants because 
they find that they can exploit the European markets better that way 
than by trying to export from the United States. 

There is no doubt that the end result has been to reduce our ex- 
ports, but I would think most of these companies felt that if they had 
not moved in that fashion, the European countries themselves would 
have taken over gradually those markets; they might have been a 
little slower, but the end result would have been that the exports of 
the United States would have diministhed and we would not have had 
the benefit of the profits of operations of our subsidiaries abroad. 

I do not think the same thing would come at all from the types 
of investment that I am talking about in the less developed countries 
because they would serve to increase the well-being of those countries, 
raise their living standards, and enormously increase their capacity 
to consume products of industry. 

As to the fact of imports that might come into this country as a 
result of this, to compete with us, I think that should eee, be 
handled through the escape clause of the Reciprocal Trade Agree- 
ments Act provisions. If such imports do take place as a result of 
our investment abroad and they have an unfair advantage and are 
hurting our domestic markets, the escape-clause provisions would seem 
to be in order to protect us. 

Mr. Boses. I just got through reading a book entitled “The Ugly 
American,” Have you read it 

Mr. Ditton. I have not read it as yet. I intend to read it when I 
have a little time off. 

Mr. Boaes. Any further questions? 

Thank you very much, Mr. Secretary. 
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Mr. Diaton. Thank you, sir. 

Mr. Boces, Mr. Secretary, we will be happy to have any other ma- 
terial which you may care to submit for the record. We realize 
this is a very broad subject with many facets. We would like to have 
you submit anything that you may wish for the consideration of the 
subcommittee. 

Mr. Ditton. Thank you. 

Mr. Boces. Secretary Kearns. 

Mr. Secretary, we are very happy to have you here this morning. 
For the purpose of the record, will you identify yourself? 


STATEMENT OF HON. HENRY KEARNS, ASSISTANT SECRETARY OF 
COMMERCE FOR INTERNATIONAL AFFAIRS 


Mr. Kearns. Mr. Chairman, it is a distinct pleasure to appear 
before the Subcommittee on Foreign Trade Policy as you begin what 
I know will be a most comprehensive survey of the facts about United 
States private investment abroad. 

As Assistant Secretary of Commerce for International Affairs, my 
major concerns are trade, investment, and tourism. All three are 
important contributors to our Nation’s economic welfare in terms of 
employment, wages, salaries, and profits. And all three are major 
weapons of its foreign economic policy. 

Most of my time currently is directed toward ways of improving 
our private foreign investment posture, and I am particularly pleased 
that the committee has chosen to devote a large portion of its time 
to this key question. 

I shall present to you a report on the current status of United States 
investment abroad, including problems and opportunities. I shall also 
make certain recommendations as to ways and means which, I believe, 
will encourage additional investment. 

But I wish to emphasize that the subject right now, and in recent 
months, has been under intensive study by the Department in coop- 
eration with trade authorities both in Government and the private 
sector. From these comprehensive activities we hope to develop still 
further recommendations and expansions of current proposals which 
will be announced at a later date. 

The chairman has wisely observed that: 


Foreign trade policy in the sense of commercial ‘policy cannot be divorced from 
other aspects of United States foreign economic policy. 


President Eisenhower has said that: 


Through increasing two-way international trade and stimulating in every prac- 
tical way the flow of private investment abroad, we can strengthen the free 
world, including ourselves, in natural and healthy ways. 


The President added : 


By so doing, we can lessen and ultimately eliminate the heavy burden of foreign 
aid which we now bear. 

There can be no mistake, Mr. Chairman. Our Nation’s private trade 
and investment in foreign countries are inseparable from its foreign 
economic policy which, in turn, is an integral part of our overall for- 
eign policy. 
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Secretary of Commerce Strauss, in a speech made shortly after he 
assumed office, said that Russia’s economic tactics are not less dangerous 
than her nuclear weapons. A technique to stop Russia in her economic 
war, he emphasized, is to find a safe way of increasing the flow of pri- 
vate capital into industries in foreign countries. 

Finding this safe way is imperative if our freedoms are to survive 
the onslaught of state socialism and Marxist domination. The fact 
that this committee has taken up the search for that safe way should 
give our country great comfort. 


OUR PRIVATE INVESTMENT ABROAD POSITION 


You have asked the question : 
What are the facts about United States private foreign investment? 


The statistical answers to this question are the subject of a con- 
tinuing search conducted by the Balance of Payments Division of our 
Department’s Office of Business Economics. Their findings for the 
year 1957 are, I think, of great interest. 

At the end of 1957, United States investments abroad totaled 
$54,215 million. Of this amount, $17,403 million consisted of United 
States Government credits and claims, which include Development 
Loan Fund and Export-Import Bank loans, and Government invest- 
ments in international lending institutions such as the International 
Bank for Reconstruction and Development. 

By far the largest portion of our Nation’s foreign holdings in 1957, 
however, consisted of $36,812 million in private investments abroad. 

What form does private investment take ? 

For the purpose of these statistics, the divisions are long term, 
meaning a period in excess of 1 year, and short term. 

The book value of our various short-term private investments at 
the end of 1957 totaled $3,224 million. 

Our long-term private investments can be placed in two categories, 
portfolio investment and direct investment. Portfolio investment, 
the most popular type of long-term private investment abroad during 
the 1920’s, largely entails private ownership of foreign government 
and business securities and bonds, with no implication in management 
decisions. 

Traditionally, the concept of direct foreign investment, as dis- 
tinguished from portfolio investment, is ownership of 25 percent or 
more of a business and an “important” management participation. 
Thus, while portfolio investment usually means minority investment 
with no management participation, it does include statistically some 
investment coupled with “unimportant” management participation. 

The total of United States portfolio investment abroad in 1957 was 
$8,336 million. 

Direct investments take many forms. As we have noted, the basis 
for our definition of direct investment is ownership of 25 percent or 
more of a business and important management participation. But 
among the various forms of private direct investment are: 

(a) wholly owned subsidiary or branch establishment managed by 
American technicians; 

(6) an establishment in which the majority ownership rests with 
American citizens and is managed by Americans; 
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(c) an establishment where ownership is divided equally but is 
managed by Americans; 

(d) an establishment where ownership is divided equally but is 
managed by nationals of the host country ; 

(e) minority United States ownership with American manage- 
ment; 

(f) minority United States ownership with host country manage- 
ment; and 

(g) investment on a contract with a fixed procedure for retiring the 
United States investor’s interest. 

United States private direct investments abroad m 1957 were valued 
at $25,252 million. 

These totals and comparable data for the year 1950 are shown on 
chart A. Note that private investments are more than twice as great 
as comparable United States Government investments, and note, too, 
that three-fourths of all private investments in 1957 are direct long- 
term investments. 


(Chart A follows :) 


CHART A 


United States investments abroad 
aware of dolls irs 





1950 1957 

Total United States investments abroad ___ $32, 844 $54, 215 
Private investments__.___-_- one tg 19, 004 36, 812 
aes fs ; fone N . “47, 488 | 33, 588 

ti rirt a tmenlnorinsta audi aoe coceitinheade aetna 25, 252 
Pape... 2: : 5, 700 8, 836 

sete ae ih od be dee eas ‘ a “1,516 3, 224 
U.8. Government credits and claims.__..._._...-.-.-.---.-- ; Pe tats 13, 840 17, 403 
Sk eee wil Re oe ‘ — bah: 13, 518. 15, 548 
Short-term --.._--- Fatibaacedl ; sc een ; 322 1, 855 


Mr, Kearns, The comparison of the 1957 data with the 1950 data 
is particularly striking. The total of private investments abroad 
nearly doubled in this ‘short period, while the total of private direct 
investments abroad more than doubled. 

The rate of private capital outflow has been fairly constant dur- 
ing the past 4 or 5 years, running between $314 billion and $4 billion 
gross annually. The increase in net private capital outflow since 
1950, however, has been as striking as the increase in our total foreign 
investment, having more than tripled from an annual rate of $1,265 
million in 1950 to $3,211 million in 1957. 

A form of private participation abroad not included in these sta- 
tistics is the licensing agreement. A licensing agreement permits 
a foreign business to use an American company’s processes or manu- 
facture an American company’s product in exchange for a fee or 
royalty. This is becoming an increasingly popular form of private 
investment abroad, for it enables an American firm to gain additional 
profits from broader markets without the actual investment abroad of 
financial capital. This form of investment also is of considerable 
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value to other countries as a low-cost basis for the development, of 
industry. 

Such an agreement may or may not involve management partici- 
pation, but is useful in terms of our objectives of improving the eco- 
nomic health of friendly countries. It may lead to equity investment 
or trade. In any event it adds to the strength of the United States 
economy and provides free enterprise incentives to foreign countries. 

The Office of Business Economics, on the basis of answers to a ques- 
tionnaire, estimated that in 1957 at least 650 United States firms had 
licensing agreements with foreigners, and the gross return from these 
agreements in that year exceeded $140 million. 

Other forms of private participation abroad may include a manage- 
ment and development contract for a percentage or fee, such as. that 
under negotiation with YPF of Argentina, and the operation of an 
investment advisory service, such as that developed by the Rocke- 
feller brothers in West Africa, 


INVESTMENT AND TRADE 


The close and intimate relationship the committee has observed be- 
tween trade and investment can be illustrated statistically. 

Looking at the data on chart A, it can be seen that the total value 
of our direct private investments abroad, in the period 1950 to 1957, 
has increased 114 percent. Direct private investments abroad in man- 
ufacturing industries during that period increased 107 percent. 

At the same time, from 1950 to 1957, the annual increase in total 
United States exports amounted to 93 percent. The bunching of these 
percentages is more than coincidental. 

In the period 1953 to 1957, direct investments increased 55 percent, 
direct investments in manufacturing increased 52 percent, and the 
annual rate of our exports increased 59 percent. 

Certainly, it is an axiom that the more money your customer 
has in his pockets, the greater his ability to buy your product. Pri- 
vate investment abroad puts money into our customers’ pockets. 

While these statistics do not prove that our annual exports increased 
59 percent from 1953 to 1957 because our direct investments abroad-in 
manufacturing increased 52 percent, they do present strong evidence 
of the close and beneficial relationship between investment and trade: 

A few country-by-country examples may be helpful. All relate to 
the period 1950 to 1957. 

Our manufacturing investments in the United Kingdom increased 
122 percent; our trade increased 116 percent. 

In the Union of South Africa, our manufacturing investment in- 
creased 145 percent; our trade increased 136 percent. 

And in India, our manufacturing investment increased 125 percent, 
while our trade increased 103 percent. 

The increases in our exports in each case were reflected in consumer 
goods as well as capital equipment, further illustrating the mutual 
advantages to be derived from increased productivity and resultant 
gains in standards of living levels. 

My purpose here is to emphasize the intimate relationship between 
investment and trade, but it is important that we not overlook the 
benefits of trade itself as an effective instrument of our foreign eco- 
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nomic policy. The “Made in USA” label is known and prized by 
people on every continent. Trade relations bring our people and our 
friends across the sea closer together, establish ties that last, and 
demonstrate for all to see the fruits of free enterprise. 

Sales of finished products generate sales for replacement parts. 
Sales of American products abroad are to an important degree 
synonymous with selling the American way of life. 

Industry is well aware of the importance of trade as a weapon of 
our Nation’s foreign economic policy. 

Let me quote from the printed instructions which a large west coast 
pharmaceutical firm issues to its American employees in overseas 
operations: 

Harn favorable recognition of our company and of the United States by inspir- 
ing high standards of devoted service to our business associates abroad and to 
the better health of their countrymen. 

Maintain sound international relations in an effort to promote good business 
and world peace. 

Our imports also are most important in the economic war we are 
fighting. 

I note, for example, that the Soviets, tea drinkers, again are making 
overtures in Latin America to purchase surplus stocks of coffee. But 
let no one forget that United States purchases of coffee from Latin 
American nations each year exceed $1 billion. This is over two-thirds 
of all coffee exported from Latin America. 

Our position in world trade has been slipping, however. 

It is evident that world customers have moved from a sellers’ mar- 
ket to a buyers’ market. World competition is increasing rapidly. No 
longer does this country hold the dominant productive facility in many 
thousands of items that move in world trade. While the quality and 
advanced design of United States products in many cases may be 
superior, such superiority does not automatically guarantee sales in 
some of the market places of the world. 

The present level of United States exports is somewhat below last 
year’s, even after discounting the special 1957 factors of Suez, cotton 
disposal, coal, et cetera, and our percentage share of the world market 
has been reduced. 

Further, United States sales abroad are becoming more contingent 
upon competitive factors than upon dollar availabilities. Increasing 
accumulation of dollar and gold reserves in other countries has not 
automatically increased our export trade. 

All of this points to the necessity for a much more aggressive, imagi- 
native, and practical effort by both private enterprise and Government, 
and a drastic revision in our national attitude toward exports, if we 
are not to lose markets and suffer a reduction in our economic strength, 
jobs, and business opportunities. To combat these trends, I propose 
four specific steps : 

First, increase the capability of our foreign commercial service. 

Second, improve the service and world trade assignment of the 
Field Service in the Department of Commerce. We have already 
taken steps in this direction. 

Third, launch a promotional program to show that the frontiers 
of the future are in world trade, and to encourage American business 
to promote its products and show them to prospective buyers abroad 
in their most favorable light. 
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Fourth, consider the establishment of United States trade centers 
to provide a showcase for American goods and a location for trade 
promotion specialists where they may counsel the local community 
regarding trading problems with the United States. 

e must not change the concept that business development is essen- 
tially the responsibility of private enterprise. However, in the field 
of world trade, it is necessary too for the Government to participate. 
Improved laws and regulations, superior arrangements for dealing 
with currency fluctuations, better sources of commercial information 
and the knowledge that our Government is interested, are essential 
for an expanded commercial operation. 


Effects of private investment on economies of host countries 


Private United States investments abroad have a dynamic effect on 
the economies of host countries. The direct, as well as indirect, con- 
tributions of such investments are of great importance. 

The most obvious direct contribution is the supplying of capital 
itself. ‘This expands productivity and thus increases real income per 
person in the host country. At the same time, it serves to aan a 
reduction in consumption levels which would be necessary if the capital 
were obtained locally, and it augments imports into developing 
countries. 

In addition, the supplying of capital usually increases the oppor- 
tunities to earn foreign exchange, increases the tax base of the host 
country, and expands its employment. 

The Department of Commerce currently is conducting the most 
exhaustive survey in its history to measure statistically these major 
contributions. Although the results of this survey will not be avail- 
able for another year, we have ample evidence at hand to support our 
contention that very substantial contributions are made by private 
investments to the economies of host countries. 

Let me illustrate in terms of Latin America, where the book value 
of United States investments in 1955 stood at $6.2 billion. These in- 
vestments produced $2.8 billion in goods and services for use in Latin 
America, and $2.1 billion in exports from Latin America. Total pro- 
duction was $4.9 billion worth of commodities and utility services. 

The $2.1 billion in exports serves as one example of private invest- 
ment’s contribution to foreign exchange earned and saved for the host 
country. It accounted for 30 percent of all Latin American exports 
and over one-third of the area’s total exports to the United States. In 
fact, export sales by United States companies account for over half the 
total exports of Venezuela, Chile, and Peru, as well as over half of 
the total exports of some of the smaller Caribbean countries. 

Export sales for dollars amounted to about $2 billion, including 
sales of $1.3 billion to the United States. At the same time, these 
United States companies used about $680 million worth of foreign 
exchange in order to transfer income and other charges to their parent 
companies and others outside of Latin America. And these com- 
panies imported $560 million worth of goods from the United States. 

Yet, the net amount of foreign exchange returned directly to Latin 
America was about $900 million for 1955, and for 1956 and 1957 was 
substantially higher. 
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Local production of goods in Latin America, most of which repre- 
sents what would otherwise have to be imported, has become so large 
that the area’s savings in foreign exchange may well exceed the direct 
earnings of foreign exchange through exports y A y American companies 
from the area. 

The contribution private investment makes in revenues paid to gov- 
ernments in the host. countries is most impressive. It is important 
-because by expanding the tax base, host country governments are 
enable dto finance expanded programs in education, social security, 
transportation, agriculture, and many more. Oil royalties and taxes 
paid to governments of the Middle Eastern countries, for example, 
amount to almost $1 billion a year. 

In another case, American business in Venezuela is the source of over 
half that country’s tax receipts. 

For Latin America as a whole, total income and other taxpayments 
made by United States companies to the governments exceed $1 billion 
each year. 

The contribution of American investments to production, foreign 
exchange, and taxes in host countries also can be illustrated by de- 
scribing the Gulf Oil Co.’s operations in Sicily. 

One of the most persistent and troublesome econonne problems in 
Western Europe in postwar years has been the chronic underemploy- 
ment in southern Italy and Sicily. Associated with this problem has 
been the need for capital to provide jobs for Italy’s growing popula- 
tion. Solving these problems has proved difficult, due to the low 
level of per capita incomes and the need to utilize foreign-exchange 
earnings largely for imports of raw materials. 

For many years, it had been thought that Sicily possessed geological 
formations offering possibilities for petroleum. In 1948, the Gulf 
Oil Co. took positive steps toward exploration of the area, ‘frequently 
in cooperation with Italian private interests. By 1955, these steps 
had resulted in the beginning of commercial production in the Ragusa 
field in southern Sicily. 

Production came to 151,000 tons in that year, to 1,100,000 in 1957, 
and. is expected to reach 1, 600 ,000 tons in 1958. This production sup- 
plies approximately 10 perc ent of Italy’s internal petroleum require- 
ments and represents, annually, a saving of about $30 million in for- 
eign exchange. 

In 1957, the first year Gulf-Italia showed a profit, the company 
paid about $6.4 million in royalties and taxes to the Sicilian govern- 
ment and, in addition, the state collected almost $12 million from 
ae and manufacturing taxes on the crude petroleum produced at 

agusa 

Gulf-Italia presently employs about 700 persons directly in Italy, 
95 percent of whom are Italian, and indirectly accounts for much more 
employment. This is Gulf-Italia’s contribution to the alleviation 
of the Sicilian unemployment problem. 

The contribution of private investment abroad to increased employ- 
ment is further illustrated by the fact that, in 1955, United States 
companies in Latin America employed about 625 000 persons, only 
9,000 of whom were sent from the United States. The welfare of 
these Latin Americans was enhanced by wage and salary payments 
totaling $1 billion. 
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The significance of foreign capital in the economic development 
of a region derives not only from its share in overall capital formation, 
but also from its contribution in specific key spheres of economic enter- 
prise. The indirect contributions are nearly impossible to calculate, 
however, because it is difficult, if not impossible, to measure the 
stimulation of domestic investments in the host countries of the dif- 
fusion of United States technology and know-how. 

This difficulty may be illustrated by an example. 

A Massachusetts manufacturer of metal-cutting tools invested capi- 
tal to acquire shares in, and also made a loan to, a Berlin firm. These 
investments enabled the German firm to expand and modernize its 
plant and to increase materially its output of various metal-cuttin 
and machine tools. This expanded tendiaitiagi resulted in increase 
employment in the Berlin area. 

It is easy to measure the amount of capital invested in this illustra- 
tion. We can tabulate local expenditures, the increase in employment, 
and the increase in productive capacity. But there is no way at all 
to measure to the satisfaction of the statistician what beneficial effects 
the improved quality, variety, and availability of these tools had on 
the output of user firms and industries. Likewise, there is no way to 
measure the amount of domestic capital invested in complementary 
manufacturing, transportation, and servicing industries to support 
the increased activities of this particular German firm. 

We do know, however, that American firms in Latin America in 
1955 spent nearly $2 billion for materials and other local buying. 
We know that Gulf-Italia, for example, has spent over $55 million in 
Italy for goods and services during the past 7 years. And we have 
sufficient examples in other areas to show that this overall contribu- 
tion is tremendous. 

There are other statistically intangible benefits resulting from. pri- 
vate investment aboard, but, while they may not be measurable in 
dollars, they include some of the most important contributions private 
investment can make. 

Whenever an investor from the United States provides capital for 
an industrial or business establishment, he will also furnish manage- 
ment and technical know-how to make the capital produce most. effi- 
ciently. Our methods of initiating and organizing, developed often 
through costly periods of trial and error, are transferred to the host 
country practically on a no-cost basis. But management know-how 
is a real addition to local resources. 

The transfer of technical skills is also a real addition to local re- 
sources. An American investment brings with it United States techni- 
cian to assist local operations by providing training, advice, counsel, 
and good example. 

Another key contribution is the encouragement of modern mar- 
keting techniques. Such techniques include standardized production, 
improved grading, better packaging, market research and analysis, 
and effective salesmanship. 

Coupled with the contribution of modern marketing techniques is 
the transfer of our Nation’s low-margin, high-volume policy. High 
unit profits limit production, because the high costs preclude pur- 
chase of the product by consumers of small means. 

We in America know that large volume sales at low margins lead 
to increased production, consumption, and profits. Others are begin- 
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ning to know this axiom of the American way through the presence 
of United States private investment abroad. 

Our private investments abroad further contribute to the economies 
of host countries by producing inducements, through example, for 
non-American private investment, by stimulating the streamlining of 

overnment-industry relations, by providing a base for broadening 
ocal capital markets, and by helping to produce fundamental shifts 
of traditional attitudes in connection with work, saving, and free 
enterprise. 

If I were to designate any one of the contributions which private 
investment makes to the economies of host countries as the most im- 
portant, I believe it would be the understanding and faith in the 
free-enterprise system generated among the peoples of these countries, 
who learn by example that increased standards of living and per- 
sonal aspirations best can be achieved the free-enterprise way. 


MOTIVATIONS FOR PRIVATE INVESTMENT ABROAD 


American business will, of course, support our national foreign pol- 
icy. But, in the strictly economic sense, American companies invest 
abroad for just one reason—to make money by doing an efficient pro- 
duction job. 

In the case of extractive industries, this single motivation may be 
keyed to our domestic need for additional supplies of low-cost mate- 
rials, or, in other cases, to a desire to maintain or expand markets, 
but in all cases the decision to invest abroad rests on the opportunity 
for financial gain. 

Any one or more of several factors, however, may trigger the con- 
sideration of investment abroad and the question: “Will it show a 
profit ?” 

The most frequently cited factor is the imposition of currency re- 
strictions by a foreign country. The American manufacturer may 
find his established markets jeopardized by the inability of his over- 
seas customers to obtain foreign exchange under such restrictions, and 
decide that he must, therefore, manufacture abroad to maintain those 
markets. The same decision can result from the imposition of tariffs 
or discriminatory customs regulations by a foreign government. 

Transportation costs, too, may be a deciding factor. The cost of 
shipping his goods from the United States to a foreign market can 
place the American manufacturer in a noncompetitive position with 
other manufacturers abroad, or, even in the absence of competition, 
price his product out of the reach of customers. The consideration of 
ways to alleviate these costs through investment abroad is obvious. 

eet hiee factor related to transportation cost is the desire to locate 

roduction close to sources of raw material supplies. Just as it often 
1s more advantageous to ship parts or materials abroad for assembly 
or manufacture than to ship the finished product, it is sometimes more 
advantageous to locate production near the supply source rather than 
to ship bulky materials to a distant point of manufacture. 

Or, transportation costs aside, the decision may rest on the oppor- 
tunity to take advantage of available raw material supplies, such as 
the opportunities afforded a petrochemical operation through the 
availability of byproducts from an existing petroleum refinery. 
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Another factor may be the necessity for custom construction tailored 
to eventual use which can be handled expeditiously or economically 
only by on-the-spot production or assembly. And still another item 
simply may be that a large potential market exists which best can be 
serviced by production within that market. 

There are other considerations, of course, but each is related directly 
to the profit motive, and it is this fact that we must keep in mind during 
our discussions of ways and means to utilize private investment as an 
economic weapon. 


IMPLICATIONS FOR OUR FOREIGN ECONOMIC POLICY 


Mr. Chairman, we have seen why Americans invest abroad and what 
forms these investments take. e have found that the magnitude of 
our private foreign investment is impressive, and that its contribu- 
tions to the economies of host countries are not only many and sub- 
stantial, but, in a real sense distincitive. It is because of such facts 
and evidence that many of us consider private foreign investment 
such a tremendous asset during this current period of East-West eco- 
nomic warfare. 

This economic war was declared by another on us. But we are 
determined to win. We shall win in good part because our enemy 
does not have such weapons as private foreign investment and private 
trade. 

We shall not win, however, if we rely on the only kinds of weapons 
that our enemy has in his arsenal, state trading and government-to- 
government grants and loans. 

Certainly, the economic part of our mutual security program has 
been effective in many ways. Few will argue with the tremendous 
value of the Marshall plan during the reconstruction of Europe fol- 
lowing World War Il. With the present emphasis on developing 
the economically less sophisticated countries, today’s mutual-security 
program has offered and will continue to offer significant contributions. 

Wisely, the largest share of our government-to-government economic 
grants and loans has been in noncommercial ventures, those important 
as a base for expanded economic development. Our Government’s 
help on roads, sanitation and other health projects, port facilities, irri- 
gation projects often has not been as flashy for propaganda purposes 
as, perhaps, the Russian steel mill in India, but, generally, it has made 
sound contributions to the economies of recipient nations. 

As long as there is demonstrated need for such results as can be 
achieved only under government-to-government programs, we will 
support their continuation. 

This administration has clearly demonstrated its belief in the mu- 
tual-aid program time and again. It fought vigorously for its exten- 
sion during the last session of Congress, and President Eisenhower 
urged the American people to give it their support. 

Further, as you know, the President recently appointed a special 
committee to review present programs and make recommendations for 
improvement. We are certain that these deliberations will prove to 
be of extreme value to the mutual-security program’s overall effec- 
tiveness. 
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The particular interest of the Department of Commerce, however, 
is in the economic phase of such an aid program, and it is this par- 
ticular phase on which the Subcommittee on Foreign Trade Policy is 
concentrating. This is important, because there are certain aspects of 
government-to-government programs wliich merit careful study. 

You may discover, for example, that government-to-government aid 
may develop upon political rather than economic principles. If this 
country should provide capital for a recipient government to engage in 
a business or industry which, historically, has been conducted under 
private initiative, the result would be the reduction of opportunity 
for private business and the gradual removal of private enterprise from 
the host-country industrial scene. In short, such a course of action 
would tend to accelerate the socialization of the world. 

Intergovernmental aid, generally, increases the relative importance 
of the recipient government as a source of investable funds within 
the economy. Partly because of well-known human desires for in- 
creased power and prestige, access to such aid frequently makes officials 
of recipient nations reluctant to pass on development opportunities to 
private business. 

Further, if this country makes an exception and provides financial 
support to one recipient government for the operation of what other- 
wise might be privately operated enterprises, it encourages other gov- 
ernments to follow with similar programs of their own. Yet these 
governments should be daseiniall to examine closely the many exam- 
ples of failure on the part of government-owned enterprises to perform 
efficiently economic assignments because of the lack of incentives, man- 
agement ability, technical skills, and the extra driving force of private 
ownership. 

In this connection, let me cite the very pertinent observations of a 
keen observer, President Black, of the World Bank. Speaking before 
an international gathering of government officials in 1957, he stated: 

I deplore the decisions of governments which tend to reduce investment in 
their own legitimate spheres of activity to branch out into fields where private 
enterprise, domestic and foreign, is willing to do the job. 

I would like, also, to add a word about some interesting and relevant 
British experience. Britain, as you know, has had more than its share 
¢ exper senne with public industries. What are the lessons which it 
shows ? 

The Economist, in its issue of November 15, 1958, pages 621 to 623, 
summarizes them as follows: 

First, there is a widespread failure to cover costs out of revenue from 
sales ; that is, goods are underpriced. Basically, this is because of 
inadequate provision for depreciation. 

Second, the underpricing results in the inflating of demand for the 
goods of public industries. 

Third, inflated demand coupled with privileged access to capital, 
at subsidized interest rates, induces the public industries to formulate 
development programs which absorb too large a share of the capital 
resources of the British economy, 

The parallels between British experience and the demands now be- 
ing presented to the United States by many underdeveloped coun- 
tries, let me add, are worth pondering. 
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Sound capital generating private enterprise must be developed 
within aid recipient countries or we will merely substitute United 
States Government credits for local private capital that flows out in 
investment or deposit to so-called sound-currency countries. 

While I have stated that our mutual security program must be con- 
tinued as long as there is need for the results which can be achieved 
only through such a Government program, we must face certain facts: 

Our Government, whose revenues come from the people, simply 
does not have the resources nor the flexibility to carry the burden 
alone, indefinitely. 

In the interest of fiscal responsibility, the President cannot request 
from the Congress the full amount of public funds necessary each year 
to achieve singlehandedly a sound economy in each of the lesser- 
developed countries. 

Leaders in and out of Government over the years have observed that 
Government aid on the current scale cannot continue indefinitely ; 
hence, we must fill the gap by continuing to increase reliance on the 
resources of our private sector. We must do so if we are to effectively 
help the underdeveloped nations and meet the challenge of the So- 
viet economic drive. 

A very large amount of the resources and other capabilities of the 
private sector can be found among the Nation’s thousands of small- 
and medium-sized businesses. These establishments are the very 
basis of our great moral and economic.strength, and their participa- 
tion in the development of the less sophisticated countries is not only 
desirable; it is essential. 

What, then, are the implications for our Government if private 
investment abroad is to be a major instrument of our foreign economic 
policy ¢ 

F REDIRECTION OF INVESTMENT PATTERNS 


The most basic implication is the need to provide leadership and 
such special incentives as may be necessary to change the pattern of 
our private investment and to substantially increase its outflow. 

The present pattern of private investment abroad is not adequately 
responsive to current world needs. By far the larger amounts of our 
existing private investments abroad are not in those areas where the 
effects of the Soviet economic offensive are felt most keenly and our 
existing private investments are devoted very largely to extractive 
industries. These are important to the less developed countries and 
to ourselves, but we must recognize that the nationalistic aspirations 
of underdeveloped nations now lay heavy emphasis on increased man- 
ufacturing activities. 

The geographical distribution of the more than $25 billion worth 
of American direct private investment abroad is portrayed by this 
pie chart, chart B. 

As you can see, about half of our present private holdings are lo- 
cated in Canada and Western Europe. This is a natural phenomenon 
partly because of the fundamental reasons we have cited as to why 
companies invest abroad, partly because of the impediments to in- 
vestment elsewhere. 


(Chart B follows:) 
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Chart B 


AREA DISTRIBUTION OF 
U.S. DIRECT FOREIGN INVESTMENTS 
1957 







Latin America 
35% 


Western Europe 
16% 


BOOK VALUES, $ 25.3 BILLION 


Mr. Kearns. Latin America is another very important outlet, with 
some 35 percent of our foreign holdings. This area, as you know, is 
the subject of much concern in the formulation of our foreign economic 
policy. But the dollar amount, $8.8 billion, must and will be increased 
considerably. Such an increase is essential if we are to assist our Latin 
American neighbors in attaining solid growth. 

The Department of State has spoken plainly on this point. The 
Latin American countries have been notified that though they can 
count, as in the past, on some public capital, they must look to private 
investment for most of the growth capital they require and provide 
a climate which attracts such investment. 

It is within such a context that our Government has a well-defined 
obligation to encourage more United States firms to assist in Latin 
American economic development. 





PRIVATE FOREIGN INVESTMENT 25 


It is the small percentages portrayed in the lower lefthand corner of 
the pie chart which justify my emphasis on the necessity of changing 
tthe existing private investment pattern. The Soviets have chosen 
major portions of what we term “Middle East and Africa” and “Oth- 
ers” as the primary battleground for their economic offensive. 

As the chart shows, up to this moment we have responded to the 
challenge in this area with less than one-sixth of our private over- 
seas holdings. 

As I stated previously, our existing private investments are devoted 
very largely to extractive industries. 

Another chart, chart C, indicates that 47 percent of our direct pri- 
vate holdings abroad consist of petroleum, with its related refinery, 
transportation, and service activities, and mining enterprises. Manu- 
facturing, on the other hand, accounts for less than a third of these 
investments. 


(Chart C follows :) 
Chart C 


INDUSTRY DISTRIBUTION OF 
U.S. DIRECT FOREIGN INVESTMENTS 
I957 


Peteenoum Manufacturing 
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Mr. Kearns. I often have heard arguments from those who would 
scoff at the capabilities of the private ‘sector under the circumstances 
of economic warfare. They sometimes assert that investment in 
extractive industries, for example, contributes little or nothing to 
economic growth. Some of them even charge that mineral develop- 
ment is crass exploitation of unsophisticated peoples, and I suspect 
it is such persons as these who encourage foreigners to point at a hole 
in the ground and say, “What we once had here was shipped away by 
those imperialists from America.” 

I need not point out to the committee, a group which has given exten- 
sive consideration to our foreign as well as domestic extractive indus- 
tries, the utter fallacy of this argument. 

The contribution of Gulf-Italia in Sicily has been noted. 

We have spoken also of the magnitude of taxes and royalties paid 
by extractive industries to host governments in the countries of the 
Near East. Moreover, I have cited the real contribution of extractive 
industry to increased production and improved foreign exchange 
positions. 

And now let me speak of another contribution to the development 
of host countries which has been made by private investment in 
extractive industries. 

The Standard Vacuum Oil Co. underwrites a student-exchange 
program enabling Indonesians to study in the United States, and em- 
ploys some 70 teachers in Indonesia to educate native youngsters. 
This contribution is in addition to overall capital outlays exc eeding 
$160 million, exports accounting for roughly one-third of Indonesia’s 
foreign exchange earnings, and taxes equivalent to 4 percent of the 
country’s total tax receipts. 

Other tangible Stanvac contributions to Indonesia include com- 
pany-built roads, airports, docks, telephone lines, housing facilities, 
and free medical facilities, which are used not only by employee fam- 
ilies, but by other inhabitants in the areas. 

The Arabian American Oil Co. provides general educational facili- 
ties for the children of its workers in Saudi Arabia. In V enezuela 
the Creole Petroleum Corp. recently established, at an annual cost in 
excess of $300,000, over 200 sc holarships for Venezuelans. 

Sometimes there are great obstacles in the path of those making 
such contributions. 

For example, a United States company with substantial investments 
in the Northern Rhodesian Copper Belt has had a running conflict 
with the white European workers because its policy of training 
Africans to assume more responsible jobs has been counter to their 
desire to retain such positions as the exclusive province of the Euro- 
pean worker. 

This hardly can be called exploitation. 

There also is a strong economic argument in favor of increased 
investment abroad in extractive industries. More often than not the 
most economical raw material resources are found in the underdevel- 
oped countries. The development of these economic resources by 
orivate foreign investment is a major contribution to these countries 
henna it provides capital which the country itself cannot otherwise 
afford, an important new source of income and foreign exchange, and 
the basis for growth in manufacturing and agriculture. 
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Many of the more sophisticated free world nations, ourselves. in- 
cluded, rapidly are becoming have-nots, and it behooves us to provide 
ample incentives for the additional development of raw material re- 
sources to assure an adequate supply of essential commodities in the 
future. | 

Thus, when I speak of the necessity of changing the pattern of our 
private capital outflow toward manufacturing, I would not mini- 
mize the value of investments in extractive industries, nor suggest 
that they not be increased. 

I wish to emphasize, however, that more attention must be given 
to directing a larger percentage of our total private investment out- 
flow to manufacturing industries. 

Just one example will suffice to show the great contribution private 
investment can make in the expansion of manufacturing facilities 
in underdeveloped countries. 

The motor vehicle assembly industry in the Union of South Africa 
today is one of the basic industrial activities in that country. The 
industry as a whole, in the 12 months ended June 30, 1957, is estimated 
to have saved the country $36.4 million in foreign exchange through 
local manufacture of cars which otherwise would have had to be im- 
ported. 

The industry in this period assembled 24 different makes of cars, 
vans and trucks, employed 8,889 persons, paid out $14 million in 
wages and salaries and used $23.5 million worth of locally manufac- 
tured goods and raw materials. 

To a considerable extent, the automobile assembly industry is the 
result of American capital investment. A wholly owned subsidiary 
of an American firm has the distinction of being one of the largest 
single private industrial enterprises in the country. 

This American company has taken a lead in introducing modern 
labor-management relations. It carries on its own labor-training 
program and maintains an overseas shcholarship program for prom- 
ising employees. A variety of social services is available to all em- 
ployees, including a sickness and accident benefit fund and a group 
insurance plan providing medical services and payments to bene- 
ficiaries in case of death. 

In recent years the company steadily has diversified its manufac- 
turing operations and now produces batteries, refrigerators, diesel 
engines, mufilers, tailpipes and, in fact designs and makes nearly all 
of its dies and tools. Although data are lacking, it is estimated that 
very nearly half of its total production now represents local materials 
and labor. 

Many similar illustrations could be cited. 

To attain the necessary shift of private investment outflow to manu- 
facturing industries in the underdeveloped nations, however, certain 
obstacles must be overcome, and some incentive must be offered. 


OBSTACLES AND IMPEDIMENTS 


In 1958, the Department of Commerce published a 132-page booklet 
entitled “Factors Limiting United States Investment Abroad,” which 
I shall make available to the commitee. It presents a complete coun- 
try-by-country survey of the impediments found in every area of 
the world, and while the situation for a particular country may have 
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changed since the survey was completed, I think you will find well- 
pans pepe descriptions of almost every obstacle which man can 
create. 

Most of the barriers to private investment found in foreign lands 
arise out of national policy designed : 

(1) To protect or favor national ownership; or 

(2) To regulate financial and other activities for specific national or 
social objectives. 

Others are merely inherent in the very terminology “underde- 
veloped, or less sophisticated countries.” 

Probably the greatest obstacle to private foreign investment is the 
fact that currencies often are not readily convertible, or convertible 
at all, except possibly on the black market. This incontrovertibility 
limits the ability of firms to transfer earnings or repatriate capital, 
and restricts their use of foreign exchange for imports of equipment 
and raw materials. 

Customs difficulties, too, are sometimes imposed to restrict imports 
of equipment and raw materials. 

Political instability, involving frequent changes in personnel, pol- 
icles, and laws, creates an atmosphere of uncertainty and insecurity 
which adds greatly to the cost of operations. Too, there is the fear 
that the new government may not honor the obligations of the old. 
A less common obstacle in this connection, although no less feared 
by the private investor, is the threat through violence of damage to 
property, plant and equipment, and injury to personnel. 

Threat of expropriation or nationalization, without either prompt 
or adequate compensation, or “creeping expropriation” through fines, 
discriminatory taxes and labor requirements, or the refusal to permit 
utilities to charge rates high enough to yield adequate returns, provide 
other obstacles. 

High taxes, and particularly complicated tax structures, usually 
are not so much an obstacle as discriminatory taxes such as those that 
may be applied to specific industries in which none of the firms is 
locally owned, or those which may place local firms in a much better 
competitive cost position. 

Foreigners are precluded from participation in some activities in 
some countries, and in other cases are not permitted to have majority 
control. 

In the first case, there often is what some may describe as a pro- 
found desire for government ownership of enterprise. I call it so- 
cialism. 

In the second case, the majority control may be extended to resi- 
dence requirements designed to assure that a majority or more of 
the employees will be nationals. This may provide initial obstacles 
to efficiency for want of sufficient numbers of local people to staff man- 
agement and other positions in which special skills are involved. 

Other obstacles include deficiencies in basic transportation, com- 
munication, and financial and administrative facilities. Involved 
also may be completely inadequate police and fire protection of funda- 
mental respect for property rights. 

And another frequently mentioned obstacle which merits special 
consideration is inflation and the attendant risk of currency devalua- 
tion. 
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In addition to the obstacles created by, or merely found in, foreign 
countries, we must, in candor, cite some areas in which our Govern- 
ment’s contribution is not yet completely satisfactory. 

First, our Government lending institutions and grant programs 
sometimes appear to compete with the private sector on terms the pri- 
vate sector cannot meet. We are exploring ways and means by which 
more Government capital may be made available directly to private 
business, United States and foreign. 

Second, the many limiting factors found in foreign countries tend 
to discourage representatives of the United States Government in 
attempts to foster new private investment, either for American in- 
vestors or for entrepreneurs in the host country. 

Third, prospective investors often have inadequate information, 
which the Government, properly, should provide. Before private 
capital, particularly capital expenditures subject to an extensive board 
of directors or aelieddan review, can be expended in any investment 
program, those in the position of making policy decisions must have 
at their disposal complete information regarding the proposal. De- 
= the very significant work done in this field by our Government, 
the inadequacy of its work here makes for a weak link between poten- 
tial investors and investment opportunities. 

Fourth, our tax laws are believed by many potential American in- 
vestors to discriminate against or deter investment abroad. 

Fifth, there is still some uncertainty as to the scope and meanin 
of the antitrust laws which may be discouraging certain types o 
private economic activities abroad. 

And finally, in summary, the Government, by and large, has not 
as yet developed a widespread feeling of confidence on the part of 
the potential investor that he will be given adequate support by 
Government agencies. Indeed, for the past 25 years, the contrary 
impression has been given. 

These obstacles are real, but no one obstacle I have mentioned is 
insurmountable. We have the machinery now to remove many of 
them, and the desire to move the rest. 

The removal of these obstacles and the provision of necessary in- 
ducements should be regarded as key imperatives. A careful assess- 
ment of the international situation dictates that measures to deal 
with them receive prompt Government action. 


PROPOSED PROGRAMS 


The creation of favorable climates abroad for private investment 
and the provision of proper inducements are a major Government re- 
spounietias: In connection with this responsibility, I should like 
to review some of the steps that are in operation or under active con- 
sideration within the executive branch of the Government. 

1. Increased capability in our Foreign Commercial Service. 

The United States Government must expand and improve its serv- 
ices to the business community by— 

(a) Offering better and more detailed assistance to individual 
American businessmen and private groups who arrive in foreign 
countries. 

(b) Keeping the nationals of friendly foreign countries, both 
businessmen and government officials, fully informed on the 
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desirability of the United States as a two-way trading partner 
and a source of investment funds. 

(c) Uncovering, analyzing, and evaluating trade and invest- 
ment opportunities in foreign countries, and forwarding timely, 
pertinent information on such opportunities for the use of Ameri- 
can businessmen. 

(d) Making representations, as appropriate, to the foreign 
governments on the importance of removing legal, financial, 
and other impediments to trade and investment. 

(e) Expanding and pointing up for the American businessman 
the economic reports and market research data on foreign 
countries. 

(f) Providing guidance on the advantages of private enterprise 

to foreign officials and businessmen. 

Such improved services are important to the large corporations, but 
they are essential to the small and medium-sized businesses which can- 
not afford extensive company representation in international commer- 
cial circles and must rely almost completely on governmental sources 
for this type of assistance. 

2. Removal of the impression that Government and private capital 
may be in competition. 

Those responsible for developing an interest in private investment 
abroad, such as the Department of Commerce, should have a voice in 
the foreign lending policies of the public agencies. 

Great care must be taken to see that Federal funds are not expended 
for any purpose for which private funds can be made available. 

In order that it may be established that private funds are not avail- 
able for projects which are deemed important from the foreign-policy 
point of view, Government agencies responsible for foreign aid and 
development programs should publicize, and thereby afford private 
firms the chance to undertake, any project before public funds are 
expended on it. 

In addition to more publicity about such projects, as well as other 
opportunities for private investment abroad, there must be a con- 
certed Government effort to obtain private financing for these projects. 

If it can be established, then, that private funds definitely are not 
available for a particular foreign-policy objective, the Government 
agency lending or granting funds for that objective should make cer- 
tain that the technical facilities of the private sector are used to assist 
in the project, and that as large an amount as possible of the procure- 
ment necessitated by the project is conducted with United States 
companies. 

3. A single agency within the Federal Government responsible for 
coordinating all efforts to promote private investment abroad. 

This proposal was advanced by several of the businessmen replying 
to a questionnaire recently sent by the Secretary of Commerce to over 
1,000 businessmen throughout the country. The chairman of a south- 
ern textile firm stated very positively : 

Administration of the whole program will undoubtedly be the key to its success 
or failure. Such administration must be devoid of red tape. Best efforts would 
be achieved through the Department of Commerce serving as the spearhead of 


the program, due to the Department’s familiarity with business and business 
methods. 
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The chairman of a prominent New York insurance company said: 


To carry out some of the ideas suggested here, congressional action would be 
in order to allow United States business—through the Department of Commerce— 
to play a larger role in shaping the country’s foreign-aid programs. By pro- 
moting a meeting place to exchange ideas, information, et cetera, through the 
facilities of this Department, Government officials would profit from the practical 
advice and opinions of businessmen. 

4. Intensive effort to organize the channels through which informa- 
tion on proposed Gov ernment projects and other private- investment 
opportunities incident to our foreign economic policy can flow to the 
private sector. 

There can and should be a multitude of such channels. 

For example, existing industrywide organizations, including the 
Commerce Department’s s Business Advisory Council and World Trade 
Advisory Committee and the United States Chamber of Commerce, 

And there is proposed at the present time a private organization ten- 
tatively called the American Association To Foster Private Interna- 
tional Investments, whose function will principally be the inducement 
of private capital to move into the underdeveloped areas. 

Trade associations provide other readily available channels through 
which Government can transmit information to individual industry 
groups. And, of course, located within the Department of Commerce 
is the Business and Defense Services Administration, which repre- 
sents each of the Nation’s manufacturing industries and has direct 
company ¢ ontacts, 

The Department of Commerce has started to establish regional 
foreign-commerce groups—one in Philadelphia, for example; a snother 
on the west coast—for the dissemination and development of invest- 
ment opportunities abroad. Other available channels include asso- 
ciations of investment bankers and insurance companies. 

There is no limit to the channels which can and must be used in con- 
nection with these endeavors. 

5. Use of the resources of existing Government aid and lending 
institutions to provide loans and guaranties involving private partici- 
pation. 

As a general principle, before granting government-to-government 
aid or loans, consideration should be given to the advantages of mak- 
ing such credits available to the private sector, either in this country 
or in the recipient nation, rather than to the foreign government itself, 
to accomplish the general purpose which the foreign government and 
public desire. To this end, in all cases, every attempt must be made 
to persuade the foreign country to adopt a more favorable attitude 
toward the private sector and provide climates more conducive to pri- 
vate investment. 

As an illustration, it may be deisrable to consider providing in- 
creased amounts of capital from Government funds for long-term 
loans at reasonable rates to American firms which are prepared to make 
new investments in the underdeveloped countries. 

Such firms are usually able to obtain capital needed for operating 
purposes from commercial sources. They frequently are deterred, 
however, because of their inability to obtain capital at reasonable rates 
for investment in plant facilities. The provision of such capital, 
coupled with an expanded guaranty program, should do much to 
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stimulate the participation of small- and medium-sized companies in 
overseas economic activities. 

Another fruitful expansion of the foreign aid and lending program 
might be in relation to the uses to which qualified foreign private 
entities might put American capital. 

For example, economic development under foreign private auspices 
would be encouraged if additional foreign private individuals and 
specified foreign private investor associations were made eligible for 
loans on reasonable terms from United States Government aid and 
lending agencies. 

6. Increased negotiation of friendship, commerce, and navigation 
treaties. 

Many companies desirous of investing abroad have asked for stronger 
treaties which would spell out the rights of, and what can be expected 
by, United States investors. Rights, of course, would include protec- 
tion of contractual obligations, protection against discrimination, and 
recognition of patents and copyrights. 

7. Possibly that the coverage of our investment and loan-guaranty 
programs may be both expanded and improved. 

This particular proposal was advanced by well over half of those 
responding thus far to the Department’s recent questionnaire. 

The United States now has negotiated some 38 investment-guaranty 
treaties. Not all have covered the three major risks the International 
Cooperation Administration has been empowered by the Congress to 
insure; namely, guaranties against the risks of inconvertibility of 
capital and investment receipts, expropriation and confiscation, and 
war. And there are many important countries with whom we have 
not concluded negotiations satisfactorily. 

The number of these treaties, as well as the risks covered, should be 
increased substantially. Additional coverage, for example, might 
include losses due to currency devaluation and losses due to creeping 
expropriation. 

The Export-Import Bank and the Development Loan Fund have 
authority for loan guaranties. The coverage provided by these pro- 
grams should also be expanded and ae atk 

Consideration should be given to the modification of the guaranty 
program in order to encourage American banks to extend long-term 
financial assistance to American foreign investors. 

If, for example, the Export-Import Bank were to expand its pro- 
gram to guarantee all or part of long-term loans which American com- 
mercial banks were prepared to extend to borrowers, it would be pos- 
sible to enlarge the American capital outflow for development abroad 
at small cost to the United States Government. 

8. Using greater amounts of local-currency funds generated by the 
disposal of agricultural commodities under Public Law 480 in develop- 
ment of the private sector. 

These funds should be used more to— 

(a) encourage private development and ownership of business 
and commercial facilities in the host countries, and, 

(6) provide operating capital for American companies with 
direct investments in those countries. 

The provisions of the Cooley amendment to Public Law 480 are no 
more than minimal. 
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9. Tax concessions to stimulate foreign investments. 

A tabulation of our questionnaire responses to date shows that more 
companies are citing tax concessions as being necessary to encourage 
greater participation in foreign investments than any other induce- 
ment. any individuals called such concessions “the strongest in- 
ducement.” 

10. Increased efforts to give assistance and advice to the underde- 
veloped countries in the development of their local capital markets. 

The administration of public funds in the underdeveloped countries 
should be such that it will create favorable atmosphere for the use of 
such capital as is already present in these countries and provide ways 
by which local capital sources can be expanded. 

This involves more than the development of institutions in the un- 
derdeveloped nations; it involves the attitude of nationals in the host 
country toward investment in productive enterprise. For, while the 
direct investments of American manufacturers make an important 
contribution, it is the savings of local direct and indirect investors on 
which the continued growth of these underdeveloped economies will 
ultimately depend. 

Further, the availability of local capital can be a strong incentive 
to an American investor. A foreign investor frequently desires to 
finance only part of the enterprise he is considering. He may wish 
to rely on local credit or local participation, or both, to launch or ex- 
pand his business. Therefore, the absence of a well-established credit 
system or of a capital market, generally, operates as a discouraging 
factor, 

Foreign governments should be encouraged, and even assisted, 
therefore, in developing systems for regulating the public distribu- 
tion of worthwhile securities, such as investment banking institutions 
and savings institutions. 

More importantly, however, the governments of underdeveloped 
countries must be given every assistance in establishing modern laws 
sympathetic with private ownership and monetary policies conducive 
to individual savings. 

Mr. Chairman, I have outlined the present status of our private in- 
vestments abroad, the great contribution private investment can niake 
in helping our free world friends to attain for themselves the eco- 
nomic achievement they desire, and the compelling reasons why the 
capabilities of the private sector must be mobilized if we are to emerge 
successful from the economic war Khrushchev has declared on us. 

The 10 steps I have submitted and those proposals advanced by 
others are offered with the genuine conviction that the great strength 
of the United States lies not in the machinery of its Federal Govern- 
ment, vast as it has become, but rather in the tremendous strength of 
its private institutions both individual and corporate. The manage- 
ment skills, technical knowledge, and capital resources of the private 
sector far outweigh those of the public area of this country. 

It will be shortsighted indeed if these facilities are not utilized to 
the greatest possible extent. 

Thank you. 

Mr. Boaes. That is a very fine statement, Mr. Secretary. I agree 
with you. 
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Mr. Macurowicz. Mr. Secretary, I do not have your statement here, 
but I believe you said that in the period 1950 to 1957 American private 
investment abroad has tripled. 

Do your charts show geographically where the bulk of that growth 
has taken place? 

Mr. Boces. You gave us a figure showing the breakdown. 

Mr. Kearns. We have the figures. I do not know that I have them 
right here. 

Mr. Macurowicz. Can you give us generally an idea where the 
bulk of this growth has taken place ? 

Mr. Kearns. In Latin America and Europe primarily. 

Of course, our investments in Canada have been tremendous. I 
will give you the increase in investments by area: 

In Canada since 1950, our investment has increased 133 percent. 

In Latin America, it has increased 86 percent. 

In Western Europe, it has increased 131 percent. 

Mr. Macurowicz. That is in what period ? 

Mr. Kearns, 1950 through 1957. 

Mr. Macurowicz. You have mentioned also a number of factors 
which limit United States investment abroad and among those which 
our country is partly responsible for is what you refer to as dis- 
crimination of tax laws against investments abroad. 

I notice that you have no specific proposals which you submit at 
this time, but you do say, I believe, that you will have some proposals 
to announce at a future date. 

Mr. Kearns. Yes. When I talked about discriminatory taxes, I 
think that was in the context of discriminatory taxes by foreign 
countries against our American companies. 

We in the executive branch are examining potential recommenda- 
tions regarding tax treatment of our country. That isnot what I was 
discussing in discrimination. 

Mr. Macurowicz. But there have been a number of tax proposals 
submitted at the last session of Congress to stimulate American in- 
vestment abroad. Iam sure you are familiar with them. 

Do you intend to submit to this committee sometime in the near 
future any legislative program in that respect ? 

Mr. Kearns. This will be an administration submission which is 
currently under discussion. We in the Department of Commerce be- 
lieve that incentives are desirable and would possibly accomplish a 
great deal of good, but the specific recommendations will be made 
as an administration proposal. 

Mr. Macurowicz. You have no idea about when we can expect 
those ? 

Mr. Kearns. No: I do not know the timetable. 

Mr. Bocas. Mr. Secretary, I am under the impression that we need 
some rather substantial changes in our own tax structure to accom- 
lish some of the objectives which you have set forth in your very com- 
prehensive statement. 

Is the Secretary of Commerce prepared to make certain recommen- 
dations along those lines to the Secretary of the Treasury ? 

Mr. Kearns. No. This will have to be, or will be, a unified ad- 
ministration proposal when it comes to you, Mr. Chairman. 
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Mr. Boaes. Are you prepared to say that you will be consulted in 
some respects on these tax recommendations? 

Mr. Kearns. Yes; I am sure it is safe to say we will be adequately 
consulted. : 

Mr. Bocas. I am interested in the results of this questionnaire. 
Have these results been published ? 

Mr. Kearns. No, Mr. Chairman. They are still coming in. We 
set the deadline as December 15. We will make these available to 
the committee if you desire. They are quite comprehensive. 

Mr. Boces. We would like very much to have those. 

Mr. Kearns. I might mention this was quite an exercise. We sent 
over a thousand to what we thought was a complete cross-section of 
American business. The responses have been much greater than you 
get normally. That is the reason why we are a little slow. 

Mr. Boges. Now you are analyzing and compiling the results, is 
that correct # 

Mr. Kearns. Yes. 

Mr. Bocas. I wonder if you would make available these analyses 
for our records when they are available to you ? 

We would very much like to have the results of this questionnaire 
as part of this testimony. 

r. Kearns. Yes, we can do that, Mr. Chairman. 

(Material referred to was not available at time of going to press. ) 

Mr. Boees. In connection with Mr. Machrowicz’ questions about 
investment abroad from 1950 through 1957 and in further connection 
with your own principal testimony, do you have any specific recom- 
mendations on how we might increase American investments in the 
underdeveloped areas of the world ? ; 

I think the significant thing is that so much of this investment is 
in areas which are, shall I say, more developed. 

Mr. Kearns. Mr. Chairman, I tried, with the 10 subjects that I 
covered, to lay out the program as we see it. I do not think that it 
will probably be done with any one step nor at any one time. Each 
recipient country or potential recipient country has problems that 
we have to deal with individually. 

I believe that within the 10 areas that I covered in the statement you 
will have the machinery by which this could be accomplished. I 
would not know that I would say, for example, that No. 7 is the one 
I think we will have to tailor our activities to the particular country 
and its needs, and I think the 10 areas that have been suggested, if 
they are implemented, will pretty largely enable us to work toward 
that end. 

Mr. Boees. What liaison does the Commerce Department maintain 
in the field with these various other agencies such as ICA, the Develop- 
ment Loan Fund, Export-Import Bank, all of the others which go 
to make up this broad picture ¢ 

Mr. Krarns. There are interagency consultative committees. The 
National Advisory Committee consults on all loans that are made by 
the governmental agencies. We have a good many mechanisms for 
consultation with these agencies. 

Mr. Boces. That is all. Thank you very much. 

Mr. James H. Smith, International Cooperation Administration. 

Will you identify yourself for the record, Mr. Smith? 
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STATEMENT OF JAMES H. SMITH, JR., DIRECTOR, ACCOMPANIED 
BY J. P. GRANT, DEPUTY DIRECTOR FOR PROGRAMS AND PLAN- 
NING, INTERNATIONAL COOPERATION ADMINISTRATION 


Mr. Smiru. Mr. Chairman, my name is James H. Smith, Jr. I am 
director of the International Cooperation Administraiton. : 

Mr. Boacs. We are happy to have you here. You may proceed with 
your statement. 

Mr. Smiru. Thank you. 

It is a pleasure to have this opportunity to participate in this dis- 
cussion of United States private Scans investment and its influence 
overseas. 

What I have said during my 14 months as International Cooperation 
Administration Administrator is summarized, better than I could, 
in a statement which your chairman made to the National Foreign 
Trade Council 2 weeks ago. He stated: 

Private investment of American funds abroad is preferable to Government 
spending for many reasons, not the least of which is the fact that such investment 
assures the most economic use of limited United States resources, The plain 
truth is that the need for capital by the free nations of the world is far larger 
than the amounts which our taxpayers can reasonably provide. For this reason 
alone private American capital must be encouraged to go abroad and take upon 
itself the task of preserving in the world the free system which we earnestly 
believe deserves to be fostered and preserved. 

President Eisenhower’s address to the Colombo Plan Conference 
and the statements of Under Secretary Dillon and Assistant Secretary 
Kearns today make clear that we are all in agreement. 

As is often the case, however, we know what we believe should be 
done, but we do not immediately find the means whereby it can be done. 
In addition, both the objective and means of accomplishment which 
we select cannot be considered as automatically acceptable and palat- 
able to the foreign governments with which we work. 

I would like first to discuss what we are doing in International 
Cooperation Administration to stimulate private investment. This 
divides in two: 

First, activities in the United States to enhance the attractiveness 
of investment overseas and, second, activities endeavoring to create 
conditions within the foreign countries which will induce foreign 
investment as well as stimulate the investment of local capital. 

Investment guaranty program: In the first category is the Inter- 
national Cooperation Administration investment guaranty program 
operating under the authority contained in section 413 (b) of the 
Mutual Security Act. This program was originally established under 
the Marshall plan as one part of a three-pronged program of assistance 
in the form of grants, loans, and guaranties. Through this program 

uaranties against nonconvertibility, expropriation, and war risk are 
issued for new investments. The program is being pursued very 
actively. 

We now have agreements with 38 countries, and as of October 1, 
1958, we had issued 244 guaranty contracts amounting to $319 million. 
Pending applications are in excess of $1 billion and the program at 
this stage enjoys a net fee income of over $3 million. 

_ Guaranty activity in the less-developed countries has been increas- 
ing sharply and within the quarter ending September 30, the pro- 
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gram has issued guaranties in excess of $106 million covering invest- 
ments in Trinidad, Iran, India, the Philippines, and French West 
Africa. The guaranty program thus far has cost the taxpayers noth- 
ing and, barring unforeseen international upheavals, should continue 
to show a net profit. State Department is undertaking negotiations 
in other countries to expand the coverage. 

This guaranty program is considered essential by some American 
investors because it protects them from noncommercial risks such as 
expropriation, nonconvertibility of currency and war over which they 
have themselves no control. There are other risks which we believe 
also should be included, such as revolution and insurrection and as dis- 
tinguished from war. The provision of this type of guaranty places 
the investor in a position to conduct his business without fear of loss 
from some causes for which he is not responsible. 


ADVICE ON OPPORTUNITIES OVERSEAS 


However, there is no advantage in offering this protection to an 
American investor whose capital is securely and profitably at work 
in the United States or Canada unless we also bring to his attention 
equally attractive investment opportunities overseas. Here our people 
work with the United States Bureau of Foreign Commerce, which 
publishes information on all such opportunities. 

Mr. Kearns, who has already spoken, heads this aggressive organi- 
zation, among other duties. In addition, we have had the good luck 
to have other governments publish guides on how Americans can in- 
vest in their country. 

The Federation of Rhodesia and Nyasaland, not known to probably 
90 percent of Americans, has had the foresight to do this in a 110- 
page pamphlet. I hope this example will be followed by many other 
countries. 

It is surely becoming clear from the current price earnings’ ratio 
in our common stocks today that American capital is having difficulty 
finding really attractive investment opportunities within our country, 
and this situation may offer an Gnootiga opportunity for other coun- 
tries to present their case. 


TAX INCENTIVE 


Third, we have consistently supported the proposal for a tax 
reduction or deferral in the United States on income from invest- 
ments overseas. 

So, there are three steps taken within the United States: 

One, the elimination of some of the noncommercial risks; 

Second, the introduction of the investor to the opportunity ; and 
_ Third, the possibility of a direct and positive United States tax 
incentive. 

ACTIONS OVERSEAS 


Now let us turn to action within the recipient countries. Our 
efforts here are conducted through our operations missions, who are 
instructed to shape assistance programs so that they encourage private 
investment, both by American and other personnel. To keep this pres- 
entation short, I will mention things which deal with people, banks 
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and credit institutions, law, labor, industrial research, use of nondollar 
capital and industrial zoning. 


PEOPLE AND MANAGEMENT 


Capital without management is useless. Management is essential 
to the transition from individual craftsmen to complex industrial 
organizations which must be made in many countries. 

Consequently, we train entrepreneurs. We bring foreigners to the 
United States to study our managerial practices, to learn on the job; 
we send United States industrialists to foreign countries to help and 
give advice to those starting businesses. We send many foreigners 
to Puerto Rico to see firsthand what private enterprise has actually 
accomplished. 

We have established eight industrial development centers, technical 
and managerial training institutions. These produce the men and 
items to work with our development banks on the establishment of new 
industry. 

Mr. J. P. Grant, who has just returned from 4 years in Ceylon and 
is presently the Deputy Director for Programs and Planning of Inter- 
national Cooperation Administration, w ill describe one of these briefly 
for you, with your permission, and then I will continue. 

Mr. Grant. Mr. Chairman, I should preface my description by 
noting that no two of these development institutions operate in ex- 
actly the same pattern. Each is tailored to meet the needs and the 
situation of the country in which it operates. 

However, the purpose can be described generally as being to provide 
in one central institution the broad range of technical and financial 
skills needed by local private industry and by local institutions lending 
funds for dev elopment purposes. 

We in America where such skills are so widely dispersed and readily 

available frequently fail to recognize the extent of the absence of such 
skills in many underdeveloped countries and the consequent retarding 
effect on developmental private enterprise. 

In Ceylon, the last country I was in, private industry establishments 
hardly exist. Such few establishments as do exist are primarily 
foreign owned. This means that American investors seeking to estab- 
lish themsleves in Ceylon have the greatest difficulty in finding local 
partners. There are few Ceylonese looking for Americans. There is 
nothing to provide for further growth unaided and private local 
industry is looked upon with considerable suspicion because of its 
non-Ceylonese origin. 

The United States has developed the Ceylon Institute of Scientific 
and Industrial Research, designed to meet in part at least this problem. 
The CISIR is a nonprofit institution which makes its advisor y services 
available to private industry, usually, but not always, for a fee. 

Management services and training are provided to industrial estab- 
lishments, entrepreneurs desiring to set up a factory and secure ad- 
visory services on market studies, plant layout, and equipment. New 
and developing industries can receive advice on cost accounting and 
production problems. 

It is the situs of the best library on industrial technology in Ceylon, 

The second major function of the CISTR is to serve as ‘the technical 
arm of the recently established Development Finance Corporation of 
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Ceylon, a privately operated credit institution which for the first time 
in Ceylon provides a source for medium- and long-term credits for 
the establishment of new private enterprise. 

The Development Finance Corp. sends loan applications to the 
CISIR for evaluation as to the technical and economic feasibility of 
the proposed new establishments. 

If the proposal is sound in principle, but needs considerable further 
development before implementation, the CISIR will help the appli- 
‘ant refine his proposal. The expense of the contribution of such an 
institution in an underdeveloped country almost has to be seen to be 
believed, Mr. Chairman. 

The United States has provided assistance to the CISIR in several 
ways: First, through a contract with an American engineering firm. 
Three American industrial engineers and management specialists are 
provided on a several-year basis and short-term consultants can be 

‘alled for from the United States as needed. 

The American personnel are actively training their Ceylonese re- 
placements. Necessary technical equipment and informational mate- 
rials have been provided to the institute. Staff members are sent 
abroad for training in various industrial fields. 

A similar but broader organization, the Industrial Development 
Center, exists in the Philippines. This institution provides tech nical 
services in such matters as plant layout, production methods, product 
design and quality control. More than a hundred Filipinos in the 
past 3 years have been sent to the United States from other countries 
for advanced training in various manufacturing fields. Top and 
middle management trainees are given courses in the Philippines on 
supervisory methods and techniques, well over 1,000 in inservice plant 
courses alone. 

The Harvard Business School of Business Administration has par- 
ticipated in conducting a series of advanced management seminars. 
More than a thousand firms have received assistance in the field of 
cost control accounting. Labor-management principles have been 
widely disseminated and an industrial informational research program 
has been undertaken. 

The center also provides services to principal credit institutions 
in the Philppines. It operates a loan guaranty fund under which local 
banks are guaranteed repayment of long- and medium-term loans in 
a field in which such banks were not prev iously engaged. 

The center will also provide time deposits in local banks as these 
banks make loans to industrial enterpr ises. 

At the conclusion of the first 3 years of this program, 9,700 new 
production jobs in related enterprises could be identified, plus a large 
volume of secondary employment. One hundred and fourteen million 
dollars have been added to the annual industrial output of the country. 

These are two illustrations, Mr. Chairman, of the wide variety of 
ICA programs designed to promote small- and medium-sized industry. 

I should repeat again that these programs not only add to the eco- 
nomic growth of the country, but they assist pi rivate foreign invest- 
ment through improving the investment climate of these countries 
and increasing the availability of the frequently indispensable local 
partners. 

Mr. Boaes. Thank you very much. 
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Mr. Smiru. Another example of training people is ICARE in Chile. 
This is a joint project financed by International Cooperation Admin- 
istration and a number of private companies, with the object of step- 
ping up production through the introduction of better management. 

Also, our education programs conducted through university con- 
tracts produce the whole gamut of sorely needed technical experts 
ranging from engineers to bookkeepers. 


BANKS AND CREDIT INSTITUTIONS 


We have assisted in the establishment of local lending institutions 
in the following countries: The Philippines, Jordan, Turkey, For- 
mosa, India, Greece, Korea, Israel, Uganda. 

These range from commercial banks, which administer special loan 
and guaranty funds as in Jordan, to organized development banks as 
in Turkey. 

The number of ICA-supported loan programs has been expanding 
as their effectiveness in stimulating industrial enterprise has become 
apparent. 

In addition, we work closely with the Development Loan Fund Cor- 
poration, which will be covered by Mr. Menapace. 

Our effort here to stress loans to private enterprise is indicated by 
my memorandum of October 14, 1958, to the Development Loan Fund 
Corporation, which proposed that the following questions be asked 
concerning each loan application : 

1. If the loan is proposed for the public sector, have we adequately 
endeavored to find some means of accomplishing the same purpose 
through the private sector ? 

2. If the enterprise is in the public sector and for good reasons it 
is felt we should not deny the loan, have we endeavored to determine 
policy on government divestment of such enterprises ¢ 

3. Have we endeavored to assure ourselves of efficient management 
of public enterprises indicating a preference for autonomous govern- 
ment corporations for such purposes ? 

4. Have we endeavored to assure ourselves of price policies and rate 
structures which would assure repayment of the loan from project 
revenue / 

5. Has the country recently expropriated or nationalized any prop- 
erty or industry ? 

6. If the loan is for a public project because private enterprise is 
unwilling or unable to engage in the project, is this because of an 
unfavorable climate for private enterprise within the country ? 

7. Has the country a satisfactory policy in regard to treatment of 
foreign investment with regard to foreign exchange policy, et cetera ? 

8. Has the United States proposed or conducted FCN treaty negotia- 
tions with the country and what is the country’s attitude toward such a 
treaty ? 

9. Has the country executed an investment guaranty agreement, 
and what is its attitude toward execution of such an agreement ? 

10. Has the country a reasonable tax structure and administration ? 

11. Are we assured that the minimum number of United States dol- 
lars and the maximum amount of local currency are being applied to 
the project and that our best efforts have been exerted to make avail- 
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able for this purpose local currency funds under any other arrangement 
with the borrower ? 
LAW 


When an individual undertakes to start a company in the United 
States of America, there are a number of things available to him 
which he takes for granted, but without which he simply could not 
get underway. We must recognize that these things are lacking in 
many of the countries in which we work. 

For example, there may be no law providing for a corporate entity. 
Often there is no means of recording title to real property; in- fact, 
there are no benchmarks on which to base a description of real prop- 
erty. There are no laws governing chattel mortgages. There are 
no bonding or insurance companies. There is no stock exchange in 
which we can market the equity in our company. 

In one country I recently visited, there was no legal method by which 
a debt could be collected. 

It will be a somewhat Herculean task to bring into being these 
institutions, but we are proceeding in that direction. We have al- 
ready assisted in drafting legislation which has been enacted in a 
number of countries covering investment. 

Following up the San Francisco Conference of last year on private 
investment, we have contracted with the American Bar Association 
for a study of the legal framework which should be available in the 
underdeveloped countries to accelerate investment. 

You may recall that at San Francisco there was a call for a “Magna 
Carta” for protection of foreign interests and for the establishment 
of an international court of arbitration. It is intended that this be 
pursued vigorously. 

LABOR 


We have a number of programs in the field of labor education, de- 
signed to increase the contribution of labor to economic development. 
Reasonable conditions of employment are essential in the establish- 
ment of any new enterprise. We must take positive steps here to 
assure the potential worker that free enterprise creates payrolls and 
wealth and does not exploit labor. Minimum-wage laws are part of 
this program. 

INDUSTRIAL RESEARCH 


We have a number of research institutions in the less-developed 
countries to which a potential investor can turn for such items as 
market research, new techniques, et cetera. 

I visited such an institution in Lebanon last year and found it was 
frequented by individuals seeking out fundamental, even elementary, 
information on methods of manufacturing or marketing. This trans- 


fer of technology seemed to me of great assistance to the businessman, 
small and big alike. 


USE OF NONDOLLAR CAPITAL 


We often think of our assistance as being only in the form of dollars. 
It is important to note that much of our assistance to private enter- 
pee results from the importation of surplus commodities from the 


Inited States into a foreign country. 
33415—58——4 
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The local currency generated by the sale of these commodities is 
then loaned to private investors to provide the working capital and 
local currency costs for their enterprises. Thus, in solving our own 
surplus commodities problems, we further our objective in creating 
private enterprise overseas. The Cooley amendment which deals with 
this is well known to all of you. 


INDUSTRIAL ZONING 


We have also worked in the field of industrial zoning, an effort to 
concentrate industry in districts which are properly designed from 
point of view of power supply, air, sea, and surface t transportation, 
accessibility to labor, raw materials and markets. 

In this country this would seem elementary, but in many countries 
it is an unheard- of concept, yet private enterpr ise, which has no right 
of expropriation or condemnation, needs assurance that the sites of its 
plants will have their essential characteristics preserved. 


ACCEPTANCE OF PRIVATE ENTERPRISE 


These are some of the actions taken by us in foreign countries. We 
believe they are having some influence. 

For example, there is encouraging evidence in the recent Colombo 
plan discussions that the less- developed countries are becoming in- 
creasingly interested in the private sector. I quote from the Colombo 
Plan Conference communique of November 13, 1958: 

The committe noted that member countries in the area have increasingly 
recognized the importance of private investment and have encouraged the growth 
of the private sector. Important also in this growth is the role of foreign private 
investment which can provide capital togéther with the technical and managerial 
skills so needed by the countries of the region. There is an increasing aware- 
ness of the need to attract foreign investment. 

Mr. Desai, Finance Minister of India, also has recently indicated 
in a speech in New York that his country’s attitude was undergoing a 
change. If these words and attitudes are converted into the law of 
the land, we will have made real progress. 

However, we must relaize that the free-enterprise system is not 
offering itself to a vacuum; it is opposing and being opposed by the 
doctrines and practices of communism. Its progress is seriously 
handicapped by continuous attacks from Communist sources which 
label it “imperialistic,” “colonial,” “exploitation,” et cetera. 

For this reason, I have asked such or ganizations as the Business 
Advisory Council and Business International to sponsor aggressive 
selling of the concept of free enterprise by businessmen themselves. 
They must produce the detailed argument for, and examples of, the 
benefits of our system, while the Government, through all of the agen- 
cies concerned, must consistently advance the prine iples of free enter- 
prise. There should be no hesitancy about this, because this is our 
system, the only system which will, both preserve individual freedom 
and, provide more than temporary and tenuous support to the many 
countries now striving for economic independence. 

In closing, Mr. Chairman, I would like to thank you again for call- 
ing this hearing and to assure you of our interest in improving our 
performance in this field. We will welcome the suggestions which 
emanate from these hearings. 
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Mr. Boces. Thank you, Mr. Smith, for a very comprehensive state- 
ment. 

Mr. Byrnes, do you have any questions ? 

Mr. Byrnes. No questions. 

Mr. Boaes. Mr. Machrowicz? 

Mr. Macurowicz. No. 

Mr. Boges. Do you have any specific recommendations, Mr. Smith, 
that you might care to make, with reference particularly to invest- 
ment in the so-called underdeveloped countries ? 

Mr. Smiru. There is no question that capital will flow more quickly 
to the more developed countries, so that one of our objectives here is 
to see if we cannot take some measures that will divert at least some 
of this flow over to the really less developed countries. As I have 
mentioned here, in the less developed countries, we have to start almost 
from scratch and undertake to set up the legal framework and many 
other things which are the basic infrastructure of industrialization. 

Mr. Boaes. You recommended tax reform in your main statement. 
Have you had any discussion with the Treasury Department about 
that? 

Mr. Samiru. The whole question of providing a tax incentive has 
been oe discussion for some time. 1 am not an expert on the sub- 
ject. I do believe strongly in the principle of providing some sort 
of tax incentive. I am not clear in my own mind the precise nature 
of this incentive, but I would like to make certain that it affects the 
really less developed countries in the most favorable way. 

Mr. Boaes. You now cover certain specified risks in your guaranty 
program. Do you think that coverage is adequate, or should it be 
extended / 

Mr. Sairu. I think, if we extend it as we are planning to ask Con- 
gress to authorize, to cover riot and insurrection, that we will have 
then done the very main part of the job. I think this will leave prac- 
tically nothing other than the normal commercial risks for the enter- 
pr ise to subject itself to. 

Mr. Boges. In your operations in the field, what type of liaison do 
you have with the other agencies of Government—Commerce, State, 
and the others? 

Mr. Situ. I have mentioned that our particular agency in the field 
is known as the United States operations mission. It 1s a part of 
what is known as the country team in each foreign country. The coun- 
try team is headed by the Ambassador, representing the Secretary: of 
State, and is made up of all con¢erned with economic and military and 
political activities within that country; so, our work, is reported at 
those meetings which occur, I believe, once a week, and is known to all 
other agencies or representatives thereof that are represented in the 
country. 

Mr. Bocas. Are you satisfied that you have enough people to make 
contact with all. groups in a given.country, rather “than just govern- 
ment-to-government contact ? r 

Mr. Smiru. I have just come back from a trip through eight dif- 
ferent countries in Africa. In each one, I have talked’ to all the 
American private businessmen in the country that were willing to 
come, having been invited to a meeting. This has been: a standard 
practice when I go into a foreign country. I have always made it a 
practice of getting the private-enterprise people together and asking 
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them what particular problems they have and finding out what we 
can do to accelerate the role of private enterprise in this business. 

I would say that, in most countries, I-have found there has been 
adequate liaison between private enterprise and our own Government 
officials. 

In some countries, occasionally, you find a private-enterprise man 
simply has not had need to call on government for assistance or is a 
bit reluctant to do so because he does not understand the workings of 
government. But, in general, I think we are certainly working toward 
a close relationship between the private individual and the Govern- 
ment people who are responsible for economic development in these 
foreign countries. 

Mr. Boaes. What percentage of your overseas employees speak the 
language of the country to which they are assigned ¢ 

Mr. Smirn. I can only give a general answer to that, Mr. Chairman. 
That is to say, more than last year. 

Mr. Boaes. How much would that be ? 

Mr. Smirn. As you know, Congress has, fortunately, appropriated 
an extra $8 million in the last session to assist us In training our 
people in the languages of the country in which they are working. 
We are underway with our program now. It will raise us from a very 
low level to a fairly reasonable level in a matter of, I would think, 2 or- 
8 years. But this is not something that is easily done, particularly 
when most of your personnel are hired only on a temporary basis. 

Mr. Boses. Are you conducting a language school of your own? 

Mr. SmirnH. No,sir. We ask the Foreign Service Institute to under- 
take the work for us. In other words, we do not want to set up another: 
separate institution. We simply ask the existing one to expand so that 
it can handle our people. 

Mr. Boces. You have been very helpful, Mr. Smith. If you have 
any further information to submit at any time during the hearings, 
any time prior to the closing of the record, we will appreciate receiving 
it. 

Mr. Smiru. Thank you very much, sir. 

Mr. Boges. The committee will recess until 1: 45 this afternoon. 

(Thereupon, at 12:15 p. m., the committee recessed, to reconvene: 
at 1:45 p. m. same day.) 


AFTERNOON SESSION 


Mr. Boces. The committee will come to order. 

Our first witness this afternoon is Mr. Dan Throop Smith, deputy 
to the Secretary of the Treasury, in charge of tax policy. 

Mr. Smith. 


STATEMENT OF HON. DAN THROOP SMITH, DEPUTY TO THE SECRE- 
TARY OF THE TREASURY (IN CHARGE OF TAX POLICY) ; ACCOM- 
PANIED BY DAVID A. LINDSAY, ASSISTANT TO THE SECRETARY,, 
AND NATHAN GORDON, CHIEF OF THE INTERNATIONAL TAX 
STAFF, UNITED STATES DEPARTMENT OF THE TREASURY 


Mr. Boaes. We are glad to have you, Mr. Smith. 
Mr. Smiru. Thank you, Mr. Chairman. 
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Mr. Boges. For the purpose of the record, would you identify your- 
self and the gentlemen who are with you ? 

Mr. Smiru. I am Mr. Dan Throop Smith, deputy to the Secretary 
of the Treasury. On my right is Mr. David A. Lindsay, assistant to 
the Secretary; on my left, Mr. Nathan Gordon, Chief of the Inter- 
national Tax Staff. 

Mr. Chairman and members of the committee, I am glad to be here 
today on behalf of the Treasury Department to discuss with you 
some of the tax aspects of the very important problem that your 
subcommittee is considering. We look forward to the testimony that 
will be presented before your subcommittee. We believe that out 
of it will emerge a significant contribution toward facilitating the 
flow of private capital, especially to the less-developed countries, 
which will help to establish an increasingly firm bond between free 
institutions here and free institutions in the other countries. 

A free flow of capital funds is important for economic development. 
The general investment climate is by far the most important influence 
on the flow of funds. Inherently unattractive situations cannot be 
made attractive by artificial stimulants. But, at the same time, bar- 
riers and impediments to. the flow of funds should be kept to a mini- 
mum, and private capital should be encouraged to fulfill its proper 
role in economic development. 

The administration is giving intensive study to various proposals 
designed to promote our foreign economic policy. At this time, how- 
ever, while the budget and general legislative recommendations are 
still being developed, it is not possible to make specific recommenda- 
tions in this area. We believe that these hearings will be most helpful 
in the formulation of any recommendations that may be made. 

As this subcommittee, perhaps more than any other, is aware, on 
almost every occasion that something in the public interest is to be 
achieved through private business activity, proposals are made for tax 
incentives to encourage the desired action. This is true in connection 
with the present issue. It seems appropriate, therefore, to review 
briefly the present method of taxing income from abroad, and to 
show the factors in the tax law today that encourage international 
trade and investment. 

The existing tax treatment of foreign income rests on the basic tenet 
that all income, irrespective of source, shall be taxed equally. This 
is achieved by the inclusion of foreign income in the tax base and by 
the allowance of a credit against the United States tax for the taxes 
imposed by foreign countries on income derived within their borders. 
Without a foreign-tax credit, income from foreign sources would bear 
an aggregate taxload substantially above that imposed on domestic 
income. The foreign-tax-credit provision reflects the view that each 
country has a primary right to tax income originating within its 
borders. One effect of the provision is to eliminate United States 
tax completely in many cases, for, where a foreign country’s taxes are 
equal to or exceed those of the United States, no additional tax on 
income derived within its borders is collected by the United States. 
In other cases, the United States collects only small amounts of tax— 
the difference between the foreign rate and our own. 

It may be of interest to note that this treatment of foreign taxes is 
considerably more favorable than the treatment accorded taxes im- 
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posed by the State governments. A foreign income tax—whether 
national or local—is treated as if it had been paid to the United 
States, but State income taxes are considered a cost of doing business, 
deductible from gross income rather than from the tax itself. It may 
be noted in passing that, for reasons that are largely accidental, the 
method of computing the credit for foreign taxes 1s such that income 
derived abroad through the medium of foreign subsidiaries is fre- 
quently taxed at a combined foreign and domestic rate which falls 
short of the tax rate that applies to income derived from domestic 
business operations. 

The treatment of income derived abroad by American companies 
operating through foreign subsidiaries merits attention. A corpora- 
tion which is created under the laws of a foreign country and derives 
its income abroad does not fall within the scope of our tax system, 
irrespective of the fact that ownership rests in the United States 
and its management and control is also located in the United States. 
This has been a basic feature of our income-tax structure since its 
enactment, but it is not a universal rule for the tax treatment of 
companies. 

In some countries, a corporation that is managed and controlled by 
residents of the country is considered to be a legal entity of that 
country and subject to its tax laws. This is true not only in the 
United Kingdom and countries influenced by British law, but in a 
number of the continental countries as well. 

One result of our approach is that a substantial proportion of the 
income each year from investments made abroad by United States 
firms does not fall within the scope of our tax system. Consequently, 
investments through foreign subsidiaries benefit from whatever ad- 
vantages foreign countries are prepared to offer by way of tax-rate 
concessions, dev elopment allowances, accelerated depreciation, and the 
like. 

Despite the underlying philosophy of uniformity in our tax system, 
there is in our tax structure a rate differential for ‘certain investments 
abroad. The principal provision is the Western Hemisphere trade 
corporation deduction which provides a rate reduction of 14 per- 
centage points. A corporation that qualifies is taxed at a rate of 
38 percent, instead of the 52 percent imposed on corporate income 
generally. 

The application of this differential rate has spilled over into other 
activities somewhat removed from the type of enterprise for which 
the provision was originally intended. 

The combination of the reduced rate and the credit for foreign taxes 
means that income from the Western Hemisphere, even more so than 
from other parts of the world, produces little revenue for the United 
States Government. 

The basic provisions of the tax law applicable to income from for- 
eign sources are supplemented by a network of 21 income-tax treaties 
which help eliminate tax barriers to the international movement of 
trade and investment. Their principal purpose is to set forth agreed 
rules of source, either explicitly or implicitly, through reciprocal tax- 

rate reductions and exemptions, which reduce the cases in which two 
countries impose tax on the same income without either one giving 
recognition to the tax imposed by the other. 
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Let me illustrate the problem. 

While we allow a credit for the tax imposed by country X on income 
derived in that country, our concepts of source may differ from those 
accepted in the foreign country. As a result, there may be a flow of 
income to an American firm which is considered under United States 
law to be income from sources within the United States, but which 
under the laws of the foreign country may be considered income from 
sources within its borders. Both countries would impose a tax on 
that income, but we would not allow a credit for the foreign tax, since 
the income does not have its origin in that country so far as the United 
States law is concerned. 

With tax rates as they are, the combined tax burden in such a case 
might well exceed the total income involved. This problem arises, 
in greater or lesser degree, in connection with various types of inter- 
national transactions, including trading activities, the rendition of 
personal services, licensing arrangements, and the like. 

Mr. Chairman, if I may, I would like to emphasize the importance 
of this point I have just mentioned. It is often, I think, overlooked 
in discussions on the subject and thought of as simply something of a 

technical nature to be worked out. But it is a thing that does call 
for bilateral agreements for each country to accede to some degree in 
its basic concepts. We regard it as a key element in our treaty pro- 
gram, and that is one reason why we are anxious to extend the treaties. 

Of late we have undertaken another step in connection with the tax- 
treaty program which holds considerable promise of facilitating the 
international movement of investment. I refer to the credit for tax 
incentives or tax sparing which some less-developed countries have 
chosen to use as part of their programs to attract capital and know- 
how from abroad and to encourage reinvestment of profits. 

The tax-credit mechanism designed to achieve equality of tax bur- 
dens operates so as to offset, to some extent, tax incentives granted by 
a foreign country. For, as the tax imposed in a foreign country is 
reduced, whatever the reason may be, the amount of the tax credit 
allowed against United States tax is also reduced. When the tax 
credit. declines, the amount of United States tax payable tends to 
increase, and thus to negate the tax reduction offered by the foreign 
country. 

This has been a source of irritation among some foreign countries. 
Though it may not be desirable from the point of view of an ideal 
tax system, uniformly administered, to give a credit for an amount 
of tax which has not been collected by a foreign government, it is 
our view that, in the interest of foreign economic policy, we should 
recognize, rather than nullify, the revenue sacrifices made by a for- 
eign government under certain conditions. This question is developed 
more fully at a later point. 

From this brief sketch, it is evident that our tax system offers 
several inducements to foreign investment as compared with domestic 
investment. Nevertheless, various proposals have been made in recent 
years, to modify further the United States tax treatment of income 
from foreign sources. Doubtless, new ones will emerge in the hearings 
before your committee. 

By way of introduction, some of the main proposals that have been 
made may be listed, and some of their features discussed. 
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The suggestion that has probably evoked most interest in recent 
months is that there be created a special class of domestic corpora- 
tion for tax purposes which would be permitted to conduct business 
operations abroad or otherwise derive income from foreign sources 
without incurring any liability for tax in the United States unless 
and until its income is repatriated to the United States. So-called 
base companies can now be created under the laws of certain other 
countries, and can, through subsidiaries or directly, carry on business 
outside the country of incorporation under favorable tax conditions. 

Indeed, a number of other countries are making a determined effort 
to attract the formation of such corporations within their jurisdic- 
tion. The proposal to create a special class of foreign business do- 
mestic corporations is to make possible the creation of a so-called base 
company under United States law. 

Your committee will recall that the administration’s tax recom- 
mendations in 1954 included the deferral of tax on income derived 
abroad through a branch of a domestic corporation. Of course, a 
domestic corporation that was engaged exclusively in business abroad 
would have qualified for deferral just as under the proposals currently 
under discussion. 

The major argument for such a domestic base company, or foreign 
business corporation, or overseas trading corporation, is that it would 
give some impetus to foreign investment without appearing to make 
any serious incursion into the principle that equal amounts of income 
should bear equa] tax burdens. 

A supplementary argument is that American firms are now in a 
position to create such a company abroad and no sound public pur- 
pose is served by requiring American firms to subject themselves to 
foreign jurisdictions. It is argued that they should be able to organize 
such companies under United States law. This would at the same 
time bring under the scrutiny of our own tax authorities transactions 
that might otherwise go unnoticed. 

Whatever the merits of the proposal, it should be borne in mind 
that as a practical matter tax deferment is tax exemption to the extent 
that the income of a base company is not distributed. Given the rein- 
vestment policies of American firms, therefore, a substantial portion 
of profits would in fact be exempt for an indefinite period from United 
States tax. 

Attention may also be called in passing to the many questions which 
must be answered if a foreign business corporation law were adopted. 
What kind of operations could such a company engage in? Would 
it have to be engaged in business operations directly in foreign coun- 
tries, or could it own stock in other companies which are engaged 
in business ¢ 

If the latter, must it have a substantial equity interest in the foreign 
operating company or could it have asmall portfolio interest? Should 
the company be allowed to transfer its profits freely from one com- 
pany to another or from one country to another, or should it be re- 
quired to restrict its investments in certain channels? 

In other words, should it be possible for a company deriving profits 
from mining in a high-risk country to invest excess funds in portfolio 
investment in a low-risk country? At what stage would its profits 
become subject to United States tax, when dividends are declared 
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to a United States shareholder, or when it transfers assets to a bank 
account in the United States or invests them in the United States in 
some other way ? 

If the company is to engage in operating activities, should these 
activities be restricted in any way? Should a firm which exports 
goods from the United States qualify? And if such an enterprise 
can qualify, should a company which manufactures for export also 
qualify ¢ 

If passive portfolio investment is to be encouraged, should other 
income flows be similarly treated—such as interest or royalties from 
patents and copyrights? 

These are some of the questions that would have to be resolved in 
connection with the enactment of any legislation along this line. A 
more fundamental question is whether enactment of this legislation 
would in fact promote the kind of investment flows to the regions 
of the world where United States investment could do the greatest 
good. 

The question of how much additional foreign investment will be 
generated by a particular course of action applies equally to other 
proposals besides tax deferral. A second frequently proposed sug- 
gestion is to reduce the tax rate on income derived from foreign 
sources. 

In its most extreme form, this proposal involves complete tax exemp- 
tion for income derived abroad. In its more common form, the sug- 
gestion is that the rate on foreign income be reduced by 14 percentage 
points, just as in the case of Western Hemisphere trade corporations. 
While it is often referred to as an extension of the Western Hemis- 
phere provisions to a worldwide basis, the Treasury proposal of 1954 
on this subject contained certain important restrictions. 

One restriction was that the corporation eligible for the reduced 
rate could not also take a percentage depletion deduction. 

It was also our recommendation that the reduced rate should apply 
only where a taxpayer was engaged in an active business role abroad 
through the firm commitment of tangible resources. Passive port- 
folio investment did not appear to merit special treatment any more 
than portfolio investment in domestic enterprises. To be sure, the 
risks associated with portfolio investment in some foreign countries 
are greater than the risks in the United States. But this is not uni- 
formly true in foreign countries, and there is also great differentia- 
tion in risk among domestic investments. 

In addition, foreign income eligible for the preferential rate was 
so defined as to exclude profits derived from the export of domestic 
goods. This was deemed essential to avoid giving a tax subsidy to 
exports and unfairly undermining the position of other countries in 
international markets. 

These considerations apart, it should be noted that while a general 
tax rate reduction for foreign income may arouse new interest in 
foreign investment, it may not have the incentive effect that first 
appears. A reduction in the United States tax rate of 14 percentage 
points on foreign income may produce an incentive effect of only 7 
percentage points in a country which has a 45 percent tax rate. Ina 
country with a tax rate of 50 percent, it may have the incentive effect 
of only a 2-point reduction. 









' 
i 


50 PRIVATE FOREIGN INVESTMENT 


It is ironic to note in this connection that some of the countries 
most in need of capital both from foreign and from domestic sources 
impose taxes at rates that are higher than those in the United States. 
A tax reduction would have no impact on investments in such coun- 
tries over the long haul, and if a generally applicable rate reduction 
were adopted with these countries in mind, it would merely provide 
windfalls for investors in other countries where new investment may 
need no special stimulus. 

In appraising a 14 percent rate reduction, it is necessary to keep 
in mind that it would apply uniformly across the board to income 
from both old investment and new and to all countries unless made 
specially selective. Tax rate reduction may have an effect quite 
opposite to that intended by its proponents so far as concerns the 
reinvestment abroad of income derived in foreign countries. If the 
United States tax rate on dividends from a foreign subsidiary is to 
be 38 percent, the incentive to repatriate profits rather than to plow 
them back in the business venture abroad will be greater than is the 
case today when a 52 percent rate may apply to such income. Thus, a 
rate reduction, instead of promoting investment abroad, may have a 
contrary result. 

It should not be inferred from these comments that a general 14 
percent tax rate reduction might not have a beneficial effect on in- 
vestment flows abroad. The “foregoing comments are intended to 
bring out certain aspects of the problem which are often overlooked. 

Another proposal which has received some attention in the past is 
to scrap completely the present method of taxing foreign income, in- 
cluding the credit for foreign income tax, and to levy a special cor- 
porate tax on the rate of, say 5 or 10 percent on such business income, 
whether in the form of dividends from a foreign corporation, profits 
from the active conduct of a trade or business, ‘interest, roy alties, and 
soon. The tax base would be foreign income after the deduction of 
foreign taxes. Depending upon the rate imposed, such a tax could 
either produce the same amount of revenue that we now get from 
taxes on foreign income or it might even provide for a modest in- 
crease. 

The simplicity of this proposal has much to commend it. Such a 
low flat rate tax would leave considerable scope for whatever tax in- 
ducements might be offered by a foreign country to new investment. 
Any dollar of “foreign tax saved would be subject to the United States 
tax, but in view of ‘the low rate the major portion of any foreign tax 
rate reduc tion would accrue to the benefit of the investor. All foreign 
income would pay some tax to the United States, including income 
which is now exempt because of the effect of the foreign tax credit. 

But this advantage also reveals the principal disadvantage of this 
plan. Since all foreign i income would be subjec t to tax, profits derived 
abroad which are already subject to a tax of 52 percent or 38 percent 
or even 60 percent, would bear an additional tax. 

The arithmetic may be clarified by an illustration. 

Suppose that country X imposed a tax of 30 percent on income de- 
rived within its borders; $100 of income derived in that country would 
leave $70 available to the American investor, and this $70 would be 
subject to the flat rate tax of, say, 10 percent, or a liability of $7. 
The total foreign and United States tax on the $100 of profits would 
come to $37. 
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Suppose the foreign-tax rate were 10 percent, then the combined tax 
on such $100 of profit would be $10 abroad and $9 in the United States, 
or a total of $19. 

If the foreign-tax rate were 60 percent, then the combined tax lia- 
bility would be $60 to the foreign country, and $4 to the United 
States. This type of tax on foreign income would doubtless involve 
a tax redutcion in some cases, but in other instances it would mean an 
increase in the aggregate taxes now imposed. In general, it may be 
said that if the United States tax were fixed at 10 percent, this ap- 
proach would involve a tax reduction where the foreign-tax rate is 
46.7 percent or lower, and would involve a net addition to tax where 
the foreign rate is above that figure. In the Western Hemisphere, 
the comparable break-even point is 31.1 percent. Whether the bene- 
fits to be derived from this approach are significant enough to justify 
its adoption is a matter to which your subcommittee will want to give 
careful consideration. 

One objective of the tax proposals under review is to make it pos- 
sible for American firms investing abroad to benefit from the tax 
inducements offered by foreign governments to attract new capital. 
As previously noted, such inducements can now be taken advantage 
of by a foreign subsidiary engaged in business abroad and seeking 
to plow back its earnings. 

However, if a business is conducted abroad through a branch, or if 
the opportunity and desire to reinvest are lacking, then the tax in- 
centive offered by a foreign country is offset by operation of our tax 
system. This problem has already been mentioned, but the declara- 
tion of policy which the administration has made in connection with 
the tax-treaty program may be repeated at this point. 

It has announced that we are prepared to consider the inclusion in 
tax treaties with less developed countries of a provision by which 
recognition would be given to tax-incentive schemes under so-called 


pioneer industries legislation or laws for the development of new and 
necessary industries. 

Briefly, what we are proposing is this: 

If a country believes that by giving up tax revenues in certain 
cases, it will be serving the cause “of economic development, we will 
forego the oportunity to increase our tax revenues by nullifying their 
concessions. However, we would be prepared to forego this only 
under certain conditions. 

First, there should be a firm commitment to eliminate unnecessary 
and inequitable tax barriers to the flow of private investment in ac- 
cordance with sound rules of taxation such as are generally embodied in 
our income-tax treaties. This includes agreement not to discriminate 
against American business enterprises. 

Second, its tax incentive laws should be of general application, thus 
assuring maximum benefit to the economy from such legislation. 

Third, the conditions and terms under which the tax incentives 
are available should be those provided in an existing law with full 
disclosure of the conditions under which they are granted, and with 
procedures for granting or withholding tax incentives which involve 
a minimum of administr ative discretion. 

Fourth, the tax incentive should be for a limited duration of time, 
and preferably limited in amount. 
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Finally, the tax from which exemption is granted must be a genu- 
ine part of the country’s tax structure and not a spurious levy created 
for the occasion. 

Whatever one may think about a credit for taxes spared as an 
element in an ideal tax system, and there are some who have mis- 
givings, it is our view that this is a sensible way to approach an issue 
that is of considerable importance to foreign countries and that has 
the seeds of substantial growth in promoting private investment 
abroad at a minimum cost. 

It may be said of the tax treaty programs that a credit for taxes 
spared permits foreign governments to determine the tax burden im- 
posed on American firms and to vary that tax burden among American 
firms in different ways. In a broad sense, this is quite correct. How- 
ever, it is a charge that is equally true of any method of taxing foreign 
income which in any way removes income from the scope of the 
United States tax. It is true in large measure today of income 
derived abroad through foreign subsidiaries. 

Another suggestion which appears to merit careful attention would 
extend the principle of the loss treatment found in the Small Busi- 
ness Tax Revision Act of 1958 to certain foreign corporations. 

Under the 1958 legislation, losses incurred by an individual or 
partnership on stock issued to the shareholder by a small-business 
corporation may be treated as an ordinary loss within certain limits. 
However, only a domestic corporation can qualify as a small-business 
corporation. 

You may wish to consider whether this limitation should be re- 
moved so that business ventures abroad conducted through foreign 
corporations could also qualify. 

Or conditions other than those applicable under the Small Busi- 
ness Tax Act might be made to apply where a foreign corporation was 
involved. This would mean that losses incurred in connection with 
business venture abroad would be deductible from ordinary income but 
gains would be treated as a capital gain. The loss of revenue is kept 
to a minimum by the self-interest of the investor, while the oppor- 
tunity of offsetting losses against other income might represent a 
significant step in promoting foreign investment. 

You will recall that in the case of certain regulated investment 
companies which devote more than 50 percent of their assets to invest- 
ments in foreign corporations, a so-called pass-through of the foreign 
tax credit to shareholders is permitted which the corporation wou'd 
itself be entitled to take if it were a taxed entity. 

The suggestion has been made that this pass-through of the foreign 
tax credit should be expanded to include companies which have a 
smaller proportion of their assets in foreign securities. This might 
stimulate some interest in foreign investment by regulated investment 
companies which now place their funds largely, if not exclusively, in 
domestic investment outlets. 

On the other hand, the complaint has been made that the amount 
of tax credit passed through to a shareholder in a regulated invest- 
ment company which qualifies under existing law is so small in view 
of the complexity involved that it is not much of an incentive to the 
ordinary shareholder. 

The tax credit that would be available in the case of a regulated 
investment company with more diversificd investments may involve 
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an even smaller credit and be correspondingly less attractive to its 
shareholders. f 

Another proposal, incorporated in a bill introduced by the chair- 
man of this subcommittee, would permit a domestic corporation to 
transfer assets without any tax consequences to a foreign corpora- 
tion if such assets are connected with business activities: conducted 
abroad. 

Such a step would introduce greater uniformity of treatment as 
between companies that are engaged in business abroad through do- 
mestic subsidiaries or branches and companies enga in business 
abroad through foreign subsidiaries which are controlled by a foreign 
holding company. 

If legislation authorizing a foreign business corporation of the type 

reviously discussed were to be adopted, consideration would have to 
& given as to whether to permit the transfer of property to a for- 
eign business corporation as if there were a tax-free reorganization. 

If such an approach were adopted, then transfers to foreign cor- 
porations penld presumably not need to be encouraged. But, if the 
subcommittee does not adopt the foreign business corporation device, 
then the tax-free transfer of assets to foreign corporations will con- 
tinue to be of interest to many firms. 

In our view the issue is not very different from that which involves 
tax-free reorganizations of domestic corporations. However, to pre- 
vent such reorganizations from becoming avenues of tax avoidance 
through the transfer of appreciated property to a foreign corpora- 
tion and the subsequent liquidation of the foreign corporation either 
tax-free, or at capital-gain rates, your subcommittee would want to 
consider whether the gain on liquidation or otherwise should be taxed 
at ordinary rates. 

In 1950, when the Ways and Means Committee was considering legis- 
lation relating to the liquidation of foreign subsidiaries, the Treasury 
then recommended such ordinary income treatment. 

Finally, I would draw your attention to the proposal that an elec- 
tion be permitted taxpayers to choose between the per country limi- 
tation in computing the foreign tax credit and the overall limitation. 
The per country limitation gives companies operating at a loss in some 
countries the right to continue to re tax credits for the taxes paid 
in countries where they operate profitably without having to offset 
for losses in the other countries. The overall limitation would give 
companies operating in countries with tax rates above the United 
States rates the right to offset those higher taxes against income tax 
in other countries where the tax rates are lower than the United States 
rates. 


Prior to 1954, both limitations applied. There was, in effect, a 
double restriction. 

In that year, the overall limitation was removed to eliminate the 
tax barrier which discouraged ners from going into ventures 
in new countries where they might be expected to have a loss in the 
first few years. This was a sound change in the law. It is question- 
able whether it would be reasonable to permit higher taxes than those 
imposed in the United States to be offset, indirectly, against United 
States taxes, as would be possible if the overall limitation were now 
established as an alternative to the per country limitation. 
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The theoretical justification for the overall limitation appears to be 
that taxpayer income can be separated into 2 baskets, 1.of which in- 
cludes domestic income only and the other of which includes foreign 
income only. One may doubt whether this type of separation is indeed 
a valid one. There would seem to be little in common between income 
derived in Canada or the United Kingdom and income derived in Iran. 

In any event, if such a dichotomy were to be adopted, consistency 
would require the elimination of the per country limitation and, in- 
deed, of the deduction of foreign losses from domestic income. 

Moreover, the need for making the choice involved in this proposal 
seems largely to have disappeared as a result of the recent legislation 
allowing the carryover of foreign tax credits. 

This list of tax proposals to promote private foreign investment is 
likely to be expanded by subsequent witnesses before your subcom- 
mittee. As you may know, there are several groups in the executive 
branch of the Government giving intensive study to various proposals, 
and it is our hope that these hearings will assist in this purpose. 

The Treasury Department will be glad to cooperate with the sub- 
committee in whatever way it can in the further work in this area. 

One additional point, if I may, Mr. Chairman: In this prepared 
statement I have dealt entirely with tax aspects. I did so only because 
of the testimony submitted earlier by the State Department, the Com- 
merce Department, the International Cooperation Administration, 
dealing with other aspects of the problems. 

I should, of course, like to associate the Treasury Department with 
the opening remarks of Secretary Dillon dealing with the importance 
of private foreign investment and the importance of maintaining 
balance in the various foreign investments. 

Mr. Boees. Thank you very much. 

Are there any questions ? 

Mr. Byrnes. No questions, Mr. Chairman. 

Mr. Boees. Mr. Smith, assuming we adopted the domestic base cor- 
poration concept and also tax deferral, how much revenue do you think 
would be involved ? 

Mr. Smrru. I am not prepared to give an offhand estimate on that, 
Mr. Boggs. 

Of course, it could be determined only after some of the questions 
that I raised for consideration here as to the scope of income to be 
included within the concept of income subject to deferral were settled. 

Mr. Boaes. Let me put my question another way, then. 

Within the limitations that were proposed in 1954—and you recall 
those limitations—how much income was involved there? 

Mr. Smiru. I don’t remember the breakdown of the two aspects of 
the proposals at that time. The total, as I recall, came to about $145 
million. That is a combination of both rate reduction and deferral. 

I think the larger fraction of that would have been involved in the 

deferral and the smaller fraction would have been in the rate reduc- 
tion. But I would call your attention to the fact that that was a 
rather more limited proposal for deferral than some of the others 
that have been made since then in terms of the type of income to be 
subject to the deferral, and also on the degree of transferability of 
profits from the country in which earned to other places. 

Mr. Boces. But your most liberal estimate at that time was about 
$145 million ? 
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Mr. Smiru. Yes; and that included not only the deferral, but also 
a rate reduction which was under consideration at that time. 

Mr. Boaes. Do you have any figures or estimates on the amount of 
income derived from these sources today ? 

Mr. Smirn. We have had under way for some time, Mr. Boggs, 
because of our own dissatisfaction, I might say, with the lack of con- 
fidence in the estimate we had at that time, studies based upon returns 
from major companies doing business abroad. We have not quite 
completed the final analysis of that. I might have something later 
on that would be of use to the subcommittee in that connection. 

Mr. Boces. You must have some notion about it, do you not? 

Mr. Smiru. The preliminary indications are that the scale of reve- 
nue derived from foreign income was not far off from what we had 
in mind as the revenue losses that would be involved in those 1954 
recommendations. 

Mr. Boees. In other words, about $150. million ? 

Mr. Smiru. Excuse me, Mr. Chairman, adjusted upward for the 
increase in investment and income therefrom that has taken place since 
that time. You will recall that Secretary Kearns this morning indi- 

cated the very substantial investments im recent years. So it would 
be somewhat higher than that, but perhaps less than $200 million. 

Mr. Boces. That will lead me to the next question. 

Secretary Kearns gave us figures about the vast increase in invest- 
ments abroad from 1950 to 1957. He broke this increase down by 
areas, Latin America, Europe, and elsewhere. 

How much of that would you say came about through foreign cor- 
porations, and how much of it through branch operations / 

Mr. Smiru. I am sure that Secretary Kearns would be a much better 
source of information on that than I, because I would turn to the 
Department of Commerce basic data on it. 

My general impression, for what it might be worth, is. that the use 
of branch activities is very largely in connection with the extractive 
industries, oil and mining, and that the use of foreign subsidiaries is 
of increasing importance in the nonextratcive type of activity. 

Let me at least say of very considerable importance both recently 
and presently. 

Mr. Boces. Let me put a question to you that is a hypothetical ques- 
tion. 

Assuming that you were advising an American business firm about 
to invest abroad under existing laws, would you be inclined to advise 
them to operate under branch activities or as a foreign corporation ¢ 

Mr. Siru. I think that is a sort of hypothetical position that I 
find myself very hard to put myself in. But I think I can perhaps 
indicate the nature of the answer by describing the circumstances 
under which the different methods are preferable. 

If there were an expectation of leaving a substantial part of the 
profits abroad, and if the tax rate in the country in which they are 
operating is substantially lower than the present rate here, then there 
would seem to be a very considerable advantage of operating abroad 
through a foreign subsidiary. 

To the extent that the extractive industries were involved, where 
percentage depletion is of significance in computing their tax liabili- 
ties, there would be a considerable inducement to operate directly, 
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that is, as a branch, in order to get the benefit of the depletion deduc- 
tions which do not apply on dividend income from foreign 
subsidiaries. 

It seems to me it would depend upon those particular conditions, 
plus one other: That if the early years it is contemplated that opera- 
tions would be conducted at a loss, as is not at all unlikely during 
early activities, there would’ be an inducement to operate through a 
branch in order to get the current deductability of the losses against 
the income. 

In other words, the answers, it seems to me, depend upon the par- 
ticular facts and expectations of the company. It is my impression 
that these are the principal factors which are taken into account i” 
the decisions, in fact, which are being made. 

Mr. Bocas. Of course, I will come back to this a little later on. 

As a matter of public policy, do you think we should encourage 
investment abroad by American business ? 

Mr. Smirn. As a matter of public policy, I think we should en- 
courage all sorts of investment in various places. As I have already 
indicated, I associate the Treasury Department with the basic state- 
ment of policy that Secretary Dillon gave this morning on the im- 
portance, as a matter of national policy, of having economic develop- 
ment proceed at a good pace abroad, specially in the underdeveloped 
countries. The answer is “Yes.” 

Mr. Boces. What groups in the executive branch of the Government 
are giving intensive study to these various proposals? Do you know? 

Mr. Sutru. I can’t describe‘anything’as to the intensity of the study 
within the other branches. We are in touch, recurringly, with the 
State Department, the Commerce Department, ICA. I think those 
= ag principal groups. And now and again with Export-Import 

ank. 

Mr. Boees. I get the impression from your statement that you have 
some reservations about using tax incentives in this field. Do you 
have such reservations? Ifso, why? i 

Mr. Smrrn. It depends on the tax incentives, and as we in the 
Treasury have to appraise the various proposals that are made for 
changes in the tax law for various purposes, it also has to be set in 
perspective. 

Mr. Bocees. On just the principle of tax incentive, do you find any- 
thing about that that causes you any difficulty ? 

Mr. Souirn. Well, it is a matter of degree, Mr. Chairman. We 
have to consider at all times the fact that the existence of taxes has 
certain deterrent effects. As I indicated in my prepared statement, 
this subcommittee and the Committee on Ways and Means, I am sure, 
is aware of the fact that innumerable proposals for quite important 
and worthy purposes are proposed or suggestions are made for fur- 
thering these proposals by tax changes. It is a matter of degree as to 
how far one should go. 

Mr. Boees. The code is full of tax incentives; is it not? 

Mr. Smiru. I don’t know. I would say that the tax law in general 
is full by its very existence of a good many restrictions. 

Mr. Boces. How would you classify depreciation ? 

Mr. Smiru. I wouldn’t consider that an incentive at all. I would 
consider that an absolutely necessary deduction in order to get a true 
measure of net income. Our tax, after all, is based on net income. 
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Mr. Boaes. You say it is an absolute necessary deduction. How do 
you distinguish as a matter of principle, not as a matter of law, the 
situation which now exists in so many places in the world? Ass an 
example, suppose I went into country A in 1930, we will say, and I 
developed the markets. I established branch operations because the 
tax impact was nothing comparable to what it is today in the United 
States. 

Now, in 1958, my competitor comes in and he operates under a for- 
eign corpor ation conc ept. He establishes a corporation in Panama, 
Monac 0, or somewhere. 

How, in principle, do you justify this type of discriminatory treat- 
ment in the law ? 

Mr. Smirn. Inevitably there are a variety of ways of carrying on 
business, each one of which has its tax attributes. Taxpayers in gen- 
eral are free to choose such methods as they wish. 

Mr. Bocas. They are not free to choose. This man who went in in 
1930 is now ina vise. He can’t get out of it. 

Mr. Smirn. The same thing exists with relation to domestic activi- 
ties where businesses were established either as partnerships or cor- 
porations. 

Mr. Bocas. I am trying to get you to admit that there is some basis 
for making distinctions in foreign operations. You won’t admit it. 
I thought your statement was based on the concept that it was good 
public ‘police; y to encourage American investment abroad. 

Mr. Sairu. I don’t believe, Mr. Chairman, my statement indicated 
a categorical ict of any of the many proposals that have been 
considered. 

Mr. Boaes. It does not indicate approval of any of them. 

Mr. Smiru. As I indicated, at this time, when the general legisla- 
tive recommendations are still being formulated, when the budget 
situation is still in the process of being resolved, I am not prepared - to 
make any specific recommendations. 

Mr. Bocas. Would you go as far as you went in 1954? 

Mr. Smirn. Not necessarily. On the other hand, we might go fur- 
ther in certain respects. 

But, Mr. Chairman, the situation simply is not resolved as to the 
budget, and as to what would be appropriate in this area. It would 
depend, in our opinion, on what would be appropriate in a great many 
other areas. 

Mr. aaa Frankly, Mr. Smith, the thing that gives concern about 
the Treasury Department’ S position is this: I understand what you are 
saying, that you haven’t made up your mind about this. But it would 
seem to me that you could make up your mind about some of these 
discriminatory situations that have been apparent for some time now. 

Mr. Smiru. Mr. Chairman, I have already indicated that there are 
in the law at present various quite substantial advantages to foreign 
investment as compared to domestic investment. There is the advan- 
tage of having the income abroad, when operations are conducted 
under a foreign subsidiary, retained there and developed by not 
being subject to the United States tax. 

Mr. Boces. I understand. A foreign subsidiary is what you are 
talking about. 

Mr. Smirn. Yes; that is a substantial advantage. I have indicated 
some of the problems involved in extending that to branch income. 
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But in doing so, I have not in any sense intended to reject that as 

something that might be a very desirable part of legislation. 
These many questions that I have put are questions that I pape 
1e 


.Subsequent witnesses may address themselves to, because they are t 


sort of things that so frequently, in the statements that are made 
by some people about the importance of getting the results, are simply 
overlooked. They are not things that could be left to drafters, for 
instance, on legislation. They are the sort of things that we are giving 
a good deal of thought to, and that I presume this subcommittee would 
want to give thought to. 

Mr. Boees. I gather from your statement that you are not prepared 
to take any position as of now on the bill that I introduced last year, 
H. R. 12368 % 

Mr. Smirn. No. We would like to suspend our judgment on that 
until we see how it might fit in on other things. Certain aspects of it 
have a very real appeal, but I think, since there is a possibility of other 
things, by the questions you have asked, I would like to suspend 
judgment on that and see how it fits into the others. 

Mr. Bocas. Would it be fair to say that involved here is the principle, 
the general idea, and, of course, this is subject to amendment, that 
what we are trying to do is help people to help themselves rather than 
to rely exclusively on grants, gifts, and so forth? Do you subscribe 
to that? 

Mr. Smiru. I most certainly do, to the extent that they can take the 
place of the one for the other. 

Mr. Boges. If the total amount of revenue that may be involved 
here is less than, say, $250 million or less, how does it compare with 
the total amount of the foreign aid program ? 

Mr. Smirn. I don’t have the figures with me, Mr. Chairman. I 
am sorry. 

Mr. Boecs. You have an idea, have you not, Mr. Smith? 

Mr. Srru. I would rather not use the figure, because I might have 
to correct it by a considerable margin. 

Mr. Boaes. Did Mr. Smith, of ICA, leave? Well, it is over $3 bil- 
lion, is it not? 

Mr. Smiru, Does that not also include military aid ? 

Mr. Boaes. Yes. 

Mr. Smrru. Yes; that is what I thought. 

Mr. Boggs. It is the whole program. 

Did you notice any reports in the press recently where there was 
an indication that there may be additional funds requested for that 
program ¢ 

Mr. Smiru. Well, I have seen a great many stories in the press in 
all directions, of late, 

Mr. Boces. Just as a matter of record, I happen to see this in the 
press. I suspect it will probably come to pass that this request will 
be made. 

The point I am making is this: Is there any coordinated effort in 
the administration to bring together all these programs and to really 
see what can be done to promote private enterprise abroad There 
is a lot of lipservice given to it, but if the Treasury Department, 
which is the principal agency of our Government having to do with 
taxation, is reluctant to take any position in this area, how are you 
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going to get other agencies that are not responsible for the revenue 
to take a position ? 

Mr. Smiru. I can simply assure you that there is a great deal of 
coordinated discussion in this area. I stated that I was not willing 
to make recommendations, and emphasized, at this time. It is sim- 
»ly not timely when the budget is still in the process of being formu- 
fated, to single out this one area for specific recommendations. 

I should like also, in terms of setting figures in perspective, to note 
that the combined foreign aid program referred to does include the 
military, and the thought that a private investor can take a place of 
military aid does not, offhand at least, seem to be a likely sort of 
substitute. 

Mr. Boces. Mr, Smith, this subcommittee has gone about the world 
a good bit, and we have talked to American businessmen in a lot 
of places in the world. I must say that one of the principal things 
that I hear from these business people, and they are responsible busi- 
ness people, is dissatisfaction with the operation of our tax structure. 

Also, there is a very great complaint about a discriminatory sit- 
uation which exists today when you compare branch operations with 
foreign corporation operations. 

Mr. Smirn. That is an area that I certainly agree deserves most 
particular attention and consideration. As to whether it would be 
appropriate from our standpoint to make a recommendation, I still 
reserve judgment on that, Mr. Chairman. 

Mr. Boaés. Do you have any information—and if not, I wish you 
would supply it for the record—concerning this other subject, I 
am told, to mention a few countries, that Japan, Canada, Great 
Britain, all have overseas trading corporations of one kind of another. 

Do you have any information on the countries of the world that 
operate that way ? 

Mr. Situ. | don’t know that we have a census of them. We are 
familiar with those that are adopted in various countries. I will be 
glad to get together the material. 

(The following material was supplied to the committee :) 


A complete listing of the capital exporting countries which have enacted 
tax legislation of the type that permits a domestic corporation to derive income 
from foreign sources without paying tax on such income until it is repatriated 
is not immediately available. However, a brief summary of the special pro- 
visions in effect under the laws of Canada and the United Kingdom is given 
below. In addition to these countries, there are some which, as a matter 
of general tax policy, impose tax only on income from sources within their 
own borders. Countries with such tax systems would not need to adopt special 
legislation such as that in Canada and the United Kingdom. Presently available 
information with respect to Japan indicates that a company organized in Japan 
with its head office (management and control) situated in Japan is subject 
to tax on all its income, including income from sources outside Japan. No 
preferential treatment is accorded the foreign operations of such a company. 

Canada: Under Canadian law, a corporation is in general subject to tax 
on income from all sources if it is a resident in Canada, that is, if its center 
of management and control is situated in Canada. However, special provision 
has been made for so-called foreign business corporations which are exempt 
from tax for any year in which they qualify for, and elect, such status. Such 
a corporation is one which carries on a business outside Canada either directly, 
or indirectly, through subsidiary or affiliated corporations, which is of an indus- 
trial, mining, commercial, public utility, or public service nature. Manage- 
ment of the corporation may be situated in Canada and activities such as 
designing, purchasing, and transportation of goods may also take place in 
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Canada without causing disqualification. However, a company engaging in 
the export of Canadian goods would be disqualified unless such goods were 
exported for purposes of the corporation’s operations outside Canada. A corpo- 
ration which derives more than 10 percent of its gross revenue from the 
operation of ships and aircraft is also disqualified. The exemption accorded 
foreign business corporations applies only to the corporation as such, and 
any dividends paid by it are fully subject to tax. 

United Kingdom: As in the case of Canada, a corporation in the United 
Kingdom which has its center of management and control situated in the United 
Kingdom is subject to tax on its entire income, and a company may not 
transfer its center of management and control outside the United Kingdom 
unless permission is first granted by the tax authorities. However, in 1957 
legislation was enacted providing for special tax treatment of overseas trade 
corporations by exempting them from tax until their profits are distributed. 
Such a corporation is defined as one which carries on its entire trade or 
business wholly outside the United Kingdom or one which is not itself carrying 
on a trade but derives dividends from a subsidiary which qualifies as an 
overseas trade corporation. An overseas trade corporation may not conduct 
any activities within the United Kingdom, and if it purchases goods to be 
exported to foreign countries, it must take delivery of such goods on board 
ship with all costs of delivery to the ship borne by the seller. Financial, 
insurance, and transportation companies do not qualify, nor do companies 
whose income is largely in the nature of royalties or payments for personal 
services rendered by residents of the United Kingdom. An overseas trade 
corporation is exempt from United Kingdom tax so long as it qualifies and 
provided it is subject to tax in a foreign country. Dividends paid by an 
overseas trade corporation to an individual shareholder or to a corporate parent 
which does not itself qualify as an overseas trade corporation are subject 
to tax. 


Mr. Boces. Are there any countries that have large overseas opera- 
tions that do not have that arrangement ? 

Mr. Somirn. So far as I know, Germany does not. The United 
Kingdom recently has. 

Mr. Boces. What is the corporate income tax rate in Germany? I 
think they had quite a substantial reduction recently; did they not? 

Mr. Smirn. They recently had a reduction, yes. 

Mr. Boees. What is it now? 

Mr. Sorru. I don’t know. 

Mr. Boaes. Does anyone know ? 

Mr. Somiru. I think it is someplace in the 40’s. I do not know 
exactly. 

Mr. Boces. Is it less than 52 percent? 

Mr. Smiru. I will be glad to provide that for the record, Mr. 
Boggs. They have a differentiation in tax between distributed and 
retained profits also, I believe. 

The German corporate tax rate is currently 51 percent on retained earnings 
and 15 percent on distributed profits. 

The tax laws, the concepts of taxable income, vary so much from 
country to country that a mere comparison of rates without noting to 
what particular component of income the rate is applied, can be very 
misleading. 

Britain, on the other hand, which you referred to earlier, has, 
until recently, taxed their own foreign subsidiaries. In other words, 
what was done there recently which received a great deal of attention 
as constituting great liberality, was merely going in the direction of 
doing what we already do. To be sure, they went further than we did, 
in certain respects. But the differences are not altogether simple and 
self-evident. 


| 
| 
| 
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Mr. Bocas. Does the Treasury Department desire to encourage the 
foreign corporation practice ? 

Mr. Sars. At this stage I would simply say that they are giving 
it particularly close attention and would be delighted if the testi- 
mony in this area from the subsequent witnesses will be extensive. 

Mr. Bocas. Mr. Smith, what I asked you was whether or not they 
did. When a businessman goes out to form a corporation in Panama 
or someplace else, does the Treasury think this is a good idea? 

Mr. Smirn. We think there have been ways in which some of the 
so-called tax havens abroad have been abused. It does not immedi- 
ately follow, however, that we should provide, under domestic law, the 
opportunity to do everything that might be done under the most 
liberal of the foreign laws. It might, as a matter of fact, be desirable 
in some way to restrict and limit what can be done under certain of 
the foreign laws, by modification of our own law. 

In other words, I would not necessarily want to adopt whatever is 
done elsewhere as the norm, the goal, to which our legislation should 
be conformed. 

Mr. Boces. You and I have had some discussions about the per- 
country limitation at various times. 

Mr. Smirn. Yes. 

Mr. Bocas. I gather that you are opposed to substituting an over- 
all limitation for the per-country limitation ? 

Mr. Smirn. Yes. If it were to be a substitute, I think we would 
very definitely oppose it, and we would oppose it because we think 
it would militate against the very sort of foreign investment that I 
gathered by your questions you consider desirable. The reason we 
wanted to get away from it in 1954, as a matter of fact, was because 
we were presented with examples and logic to the effect that the overall 
limitation discouraged developments in countries where there was 
every expectation of operating at a loss for the period of the first 
few years. 

Of course, it is a perfectly reasonable and natural type of business 
situation; where operations are first undertaken they may involve a 
toss. 

Therefore, we felt that the removal of the overall limitation, the 
use of the country-by-country limitation in 1954 was a very significant 
step in the direction of encouraging American capital to go into 
foreign countries where they might expect to operate at a loss at first. 

We think it would be too bad to take that provision of the law out. 
Alternatively, there is the proposal, of course, not to remove the per- 
country, but to have a taxpayer option of either the overall or the 
per-country limitation. 

Mr. Boacs. Which would you prefer ? 

Mr. Smirn. As between the two, I would certainly want to stick 
to the per-country for the reason I have indicated. 

Mr. Macurowicz. Do I understand, Mr. Smith, that you have an 
open mind on the proposal that an election be permitted as between 
the two limitations? 

Mr. Smirn. That is true. 

Mr. Macurowicz. Or do you favor one over the other ? 

Mr. Surru. No. I pointed out that, as it seems to us in the Treas- 
ury, there is one serious, if you like, general policy limitation on the 
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use of the overall alone, and that is that it permits a higher than the 
United States tax to be offset, indirectly, against the United States 
tax. Let me illustrate, Mr. Machrowicz. 

If a company is operating in a foreign country where there is a 
62-percent rate, it cannot now offset the excess of the foreign tax over 
the United States tax against the United States tax. 

If it happened to be operating in that country and also operating 
in another country where the tax rate was 42 percent, and it had equal 
amounts in the two—— 

Mr. Boses. Of course, you are right about the branch operation 
concept. Again, if you organize a foreign corporation in Panama, 
by your own ruling of the Treasury Department, you get an overall 
limitation ; is that not so? 

Mr. Smiru. That is right. 

Mr. Boges. You talk about lack of discrimination in the tax law. 
How, as a matter of principle, can you justify this? 

Mr. Sorru. I can only say, Mr. Boggs, as I said before, to take 
whatever could be done under one provision or under one set of laws 
as the standard or the norm to which all other things would be con- 
formed would lead us down a great many roads and a long ways from 
where we are now. 

Mr. Boaes. Well, I think that is compounding the complex, and it 
is not necessary to do so. 

I do not have any further questions. 

Thank you very much, Mr. Smith. 

Mr. Smrrn. Thank you, Mr. Chairman, and members of the com- 
mittee. 

Mr. Boces. The next witness is Mr. Robert H. Knight, Deputy As- 
sistant Secretary of Defense. 


STATEMENT OF HON. ROBERT H. KNIGHT, DEPUTY ASSISTANT 
SECRETARY OF DEFENSE FOR INTERNATIONAL SECURITY 
AFFAIRS; ACCOMPANIED BY NORRIS G. KENNY, DEPUTY DIREC- 
TOR, OFFICE OF FOREIGN ECONOMIC AFFAIRS, OFFICE OF ASSIS?- 
ANT SECRETARY OF DEFENSE, INTERNATIONAL SECURITY 
AFFAIRS 


Mr. Bogas. Mr. Knight, will you identify yourself for the record, 
please. 

Mr. Knicur. My name is Robert Knight. I am Deputy Assistant 
Secretary of Defense for International Security Affairs. 

Mr. Boces. You may proceed, Mr. Knight, with your statement. 

Mr. Knicur. Mr. Chairman and members of the Subcommittee on 
Foreign Trade Policy: 

The Department of Defense welcomes this opportunity to appear 
at these hearings and to talk to the members of the committee of the 
importance to our national security of encouraging private enterprise 
in the United States to increase its participation in the economic and 
technological development of the nations of the free world. 

The United States is greatly concerned with the stability and eco- 
nomic growth of non-Communist countries. The reasons for this 
concern are not solely the traditional American’s sympathy for the 
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plight of his fellow man. Additionally, we have a crucial imme- 
diate political, economic, and military stake in the economic growth 
and stability of free nations. 

The scope and magnitude of the free nations “cold war” with the 
Communist nations and their satellites is too well understood by the 
members of this committee to bear repetition here. It will suffice, I 
believe, to reemphasize the undeniable fact that the United States is 
committed—by necessity as well as by historic policy—to resist suc- 
cessfully further Communist enslavement of free peoples or Com- 
munist domination of nations self-determined to other political forms. 
Indeed, this commitment has been declared by Congress in the Mutual 
Security Act to be a basic policy of the United States. Perhaps 
equally committed, are the Communist nations to world domina- 
tion and the ov erthrow, by one means or another, of existing govern- 
ments—including our own. 

In this titanic struggle for survival, the lines are in many respects 
clearly drawn. On one side are the Communist countries and, per- 
force, their satellites. On the other, are the United States and many 
of the free nations of the world. 

However, the grim fact must be faced that there remain some na- 
tions which are uncommitted, some which are wavering in their will 
to resist and some which, unaided, believe they cannot afford to resist 
to the extent which the continued security of the free world requires. 

The necessity that these nations freely and wholeheartedly join in 
the determination of free nations to prevent further Communist en- 
croachment has many facets. Some possess important natural re- 
sources—as in the case of Middle Eastern oil—upon which the free 
nations depend for the maintenace of their economies in peacetime, 
and their ability to defend themselves against military aggression. 

Others constitute important markets for the free w orld’s produce. 
Politically, the submission of one free country to the forces of com- 
munism constitutes an increased threat, particularly to its aes 
From a military standpoint, many are so located geographically a 
to be an importé int—even vital—key to countering military eipeition 
by Communist forces. 

In the face of the overwhelming evidence of the disastrous conse- 
quences of Communist domination, one may wonder why any free 
nation may not be counted a stanch ally by the United States. How- 
ever, as all of us are well aware, a prime cause for concern in varying 
degrees and patterns is the economic condition prevailing in such 
countries. 

The political and economic stability of any nation has been said 
to depend upon the ability of that nation to meet the reasonable as- 
pirations and expectations of its citizens for an adequate standard 
of living. When a government fails to meet such responsibilities, its 
citizens will more readily risk their lives and fortunes to follow those 
who would promise to provide them. 

Unfortunately, many nations of the world have not yet reached 
a stage of economic dev elopment to meet the legitimate requirements 
and aspirations of their citizens, in many cases because of a lack of 

capital and of technical skills to put capital to productive use. 

In recognition of the inability of many free nations to attain un- 
aided the requisite economic growth and stability, and in recognition 
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of the vital interest which the United States has in such attainment, 
this country has through various agencies, such as the Development 
Loan Fund, the International Cooperation Administration, the Ex- 
port- Import Bank, and other agencies and programs, expended lit- 
erally billions of dollars of public funds to increase the ability of 
free nations to develop viable economies. Vast as has been this effort, 
however, the requirements for its successful attainment are infinitely 
more vast. 

Yet severe as the burden has been upon American taxpayers, the 
sheer necessity for success—and the penalties of failure—make the 
continuance of this effort essential. 

While the foreign economic aid programs of the United States are 
generally the primary responsibilities of other agencies of our Goy- 
ernment, the Department of Defense is directly interested in their 
achievements. 

Nations enjoying economic stability tend to political stability. 

Such nations may be more readily counted as friends and allies, 
more ready to contribute to the free world’s defense, more desirous 
of thwarting Communist threats from within, more able to resist 
Communist threats from without, more willing to see a threat to other 
free nations as a threat to themselves and more devoted to maintain- 
ing their own institutions. 

In other words, in calculating the strength of the free world—an 
important part of our own strength—the Department of Defense can 
count such nations as assets rather tha liabilities in the maintenance 
of the security of the United States. 

Yet—as previously stated—the burden upon American taxpayers 
is severe—and every means must be found, in the face of rising costs 
and increasing needs—to prevent the burden from becoming even 
more—per haps unbearably—severe. 

One obvious means of alleviating the American taxpayer's burden, 
or to make our efforts more effec tive, is to increase the participation 
of private enterprise in this endeavor. As the President stated in his 
address at the Colombo plan meeting last month in Seattle, the re- 
sources of American private capital are far greater in amount than 
our Government can possibly provide. 

The economic benefits arising from investment by American in- 
dustry of its funds, its industrial know-how and techniques and its 
advanced methods and machinery have already helped many nations 
in their recovery from the economic effects of World War II. 

Indeed, I am informed a number of countries have enacted laws 
and programs designed to attract foreign investors to participate 
in their economic gr owth. 

In the vast less “developed areas of the world, it would appear that, 
under appropriate circumstances, a tremendous opportunity for re- 
ward awaits the United States businessman willing and able to con- 
tribute to their development. Assuming, as would appear in the long 
range interest of the private investor as well as of the United States, 
the host country was enabled to participate suitably in the economic 
benefits arising out of such investments, such investments should 
contribute materially to the economic growth and stability of such 
areas—and hence to the welfare of the United States. 








We have been considering the general interest of the United States 
in the economic growth and stability of the free nations of the world, 
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and the contribution thereto which can be made by increased invest- 
ment in such nations by private enterprise within the United States. 

A second and more immediate interest of the Department of De- 
fense lies in the ability of the other free nations of the world to defend 
themselves from the dangers from within and without their borders. 
Economically poor or less developed countries often cannot afford to 
defray the costs needed to maintain and equip military forces adequate 
under present-day circumstances to protect themselves from such 
dangers. If the government of such a nation for reasons of imme- 
diate threat, the hope of prestige, or the desire to contribute its share 
to the mutual security of free nations, devotes an inordinate amount of 
its resources to military effort, that nation must suffer in other re- 
spects, such as inadequate hospital and sanitary facilities, roads, 
power stations, or other necessities in the country essential to that 
government’s continued existence and stability. 

In recognition of this distressing problem this country has, through 
its defense support and other economic aid programs, contributed 
heavily to such nations’ ability to support their essential defense re- 
quirements. 

Indeed, in fiscal year 1958 alone, approximately $725 million was 
appropriated or made available from unused funds by Congress for 
defense support. While, of necessity, a considerable part of defense 
support expenditures was devoted to the supply of consumer goods 
to the recipient countries, yet substantial amounts were applied to in- 

vestment in capital equipment which in the long run should con- 
tribute to the economic expansion of the countries to which it ex- 
tended. 

Here again, and largely for the reasons previously cited, private 
enterprise in the U nited States, appropriately encouraged, could sub- 
stantially and profitably contribute to our national defense support 
objectives with either resultant savings to the public or more effective 
results in the achievement of national goals. 

Increased investment abroad by private enterprise of capital, ma- 
chinery, and industrial techniques could also contribute effectively to 
this country’s military-assistance program. 

The possession of our allies of suitable facilities to supply their own 
needed military equipment would correspondingly relieve the United 
States from the necessity of doing so and might provide the allies 
concerned with savings of critically needed foreign exchange. 

To the extent that private enterprise could achieve this objective, 
the American taxpayer should benefit, either through a reduction in 
the amount required for military assistance or through the more effec- 
tive utilization of the funds available. At the present time the United 
States must bear a disproportionate share of the burden of mutual 
security because of the absence of suitable manufacturing facilities in 
the recipient countries, the lack of capital to establish such facilities, 
and a lack of technological know-how to construct or operate them. 

If American businessmen could, perhaps with foreign partners, 
establish such facilities in fr iendly countries, both the ‘military- aid 
program and the host countries would benefit, ’ particularly where the 
facilities were able to serve both military and civilian needs. More- 
over, certain military advantages would be achieved such as shortened 
supply lines, avoidance of the perils of ocean shipments of needed 
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equipment in time of war, and an independent source of supply when 
the United States might be less willing or able to meet the need. 

Less directly, but of probably more importance our military-assist- 
ance program should become more effective in the degree to which 
foreign investment by private enterprise can strengthen ‘the economies 
of foreign nations. 

Economically strong governments obviously are better able to sup- 
port adequate military efforts than those which are economically oe 

The fourth vital interest to the Department of Defense in increased 
investment abroad by American enterprise stems from the danger of 
successful Sino-Soviet economic penetration, particularly in less devel- 
oped nations. 

As the recent Rockefeller report on “Foreign Economic Policy for 
the 20th Century” amply demonstrates, the Communist bloc countries 
have in recent months significantly increased their efforts to lure the 
less developed nations, particularly in the Middle East and in south 
and southeast Asia, into their economic orbit. They pursue this policy 
by such means as the construction of needed utilities and manufac- 
turing facilities, the furnishing of technicians, loans for technological 
development at low rates of interest on favorable terms, the sale at 
depressed prices of vital minerals, manufactured goods, et cetera, and 
offers to purchase substantial quantities of the agricultural and other 
produce of these nations. 

Obviously, increased economic dependence upon the Soviet bloc will 
tend to make these nations unwilling, and perhaps unable, to side with 
the West on vital issues or to participate with it in the defense of the 
free world. 

In the light of the unrelenting Communist attack on the free enter- 
prise system as a predatory aspect of economic life and, in the light 
of Nikita Khrushchev’s declaration of economic war, United States 
private investment and enterprise operating alone or with local 
partners in allied and uncommitted countries can make an effective 
and unique contribution in rebuttal to Sino-Soviet claims for a 
superior economic system. 

Materially supporting this effort are the benetfis which flow from 
the intimate business contacts naturally stemming from the partici- 
pation of American businessmen in foreign loc al economies. The 
importance of such contacts has recently been reemphasized by Presi- 
dent Eisenhower in his stressing of the importance of the Nation’s 
people-to-people program. 

In our efforts to restrain Communist economic penetration we can- 
not rely upon meeting Soviet advances on a case-by-case basis or acting 
only under the pressure to check each new overt Communist economic 
move. We must plan and we must initiate. 

The dangers to the United States of the undue economic dependence 
of allied and uncommitted nations upon the Communist system, which 
is primarily designed to accomplish political ends, is immediate. It 
is not of basic importance that the Soviet bloc is a source of supply 
of certain needed capital goods. What is important is that this 
source may be turned on or off at will to serve political purposes, as an 
instrument to destroy independent nations. This is the challenge 
to be met. We must, consistent with maintenance of our own institu- 
tions, mobilize every resource, including a greater effort by private 
business, to meet that challenge. 








PRIVATE FOREIGN INVESTMENT 67 


In promulgating their economic offensives the Communist nations, 
as you know, have spared no effort to misrepresent the aims and abili- 
ties of the United States in the conduct of its foreign economic policies. 
By mixture of half-truths and false inferences they have simultane- 
ously attempted to persuade the less developed nations that, on the 
one hand, American economic aid is a predatory tool to achieve world 
domination and reduce countries, which only lately have achieved in- 
dependence, to the status of colonial possessions. 

On the other hand, the Communists attempt to show that the Amer- 
ican public is unwilling to continue to support the foreign economic 
policy of the United States and that accordingly the United States 
Government cannot be relied upon to complete needed aid programs. 

Certainly one of the most effective answers to such propaganda is 
to permit ‘foreign nations to observe at close range and participate 
in the oper ration of American business systems and to talk to private 
citizens of the United States and thus better understand the true 
aims and determination of this country in the advancement of world 
economic development and freedom. 

In summary, the Department of Defense believes that the more 
active participation of free enterprise in the development of foreign 
economies is of immediate importance to the United States. ‘Such 
participation should serve to strengthen the economic and, hence, 
political stability of foreign nations; ‘it should supplement and assume 
some of the burden of our Nation’s economic, defense support, and 
military assistance programs; it should aid in effective defense against 
Soviet economic penetration; and it should increase foreign under- 
standing of and sympathy with our aims and aspirations. Such a 
contribution would be in the tradition of American enterprise and 
initiative and should be considered an opportunity as well as a respon- 
sibility of the American business community. 

While the Department of Defense by the very nature of its respon- 
sibilities is not in a position at this time to recommend specific means 
by which private enterprise in the United States may be induced to 
invest abroad, it does have a vital interest in this subject. 

Many public and private studies have been published and numerous 
possible incentives have been suggested. Among these are such meas- 
ures as simplification of public contract procedures, grants of various 
forms of tax exemption applicable to foreign investments, relief from 
the possible inhibitions which may derive from application or fear of 
application of various laws relating to trade restraints, the offering 
of various forms of guaranties in expansion of those now provided by 
the investment guaranty program authorized by the Mutual Security 
Act, the provision of loans on favorable terms and low rates of interest, 
and the like. 

Whether such measures as these or other measures are appropriate 
to accomplish the task of stimulating foreign investment will, I hope, 
be determined from the testimony ‘which this committee expects to 
elicit. But whatever the measures Congress may find appropriate 
toward achievement of this goal, the Department of Defense feels that 
it is vital that the goal be achieved. 

Mr. Boaes. Thank you very much, Mr. Knight. You have made a 
very fine statement. 

Mr. Knieut. Thank you. 
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Mr. Boces. Are there any questions ? 

If not, thank you. 

Our next witness is Mr. Dempster McIntosh, Managing Director, 
Development Loan Fund. 


STATEMENT OF DEMPSTER McINTOSH, MANAGING DIRECTOR, 
DEVELOPMENT LOAN FUND 


Mr. Boces. Mr. McIntosh, we are happy to have you here. I remem- 
ber you very favorably from a previous occasion. 

Mr. McInvosn. Thank you, Mr. Chairman. 

Mr. Boces. Would you identify yourself for the record, please ? 

Mr. McInrosu. I am Dempster McIntosh, Manager, Development 
Loan Fund. 

Mr. Boaes. You may proceed with your statement, Mr. McIntosh. 

Mr. McIntosh: Mr. Chairman and members of the Subcommittee on 
Foreign Trade Policy, I welcome this opportunity to discuss and 
give you our views on the role of private investment in foreign eco- 
nomic policy as it relates to the Development Loan Fund. 

It seems clear to us that the foreign-policy objectives of the United 
States in the economic field cannot be met by reliance only on direct 
Government action and capital. To obtain real economic progress in 
the underdeveloped areas of the world will require vastly more capital 
than can be expected from governmental sources in the United States 
and in other developed countries. And it will require managerial and 
industrial training, know-how, and general business attitudes properly 
beyond the scope of government. This gap must be filled by private 
enterprise and inve estment, and currently such private participation 
is falling far short of the mark. 

The Development Loan Fund is and can increasingly become an 
important tool in not only providing public capital to major public 
developmental projects, but also in providing assistance through a 
variety of means in promoting private investment abroad. The De- 
velopment Loan Fund can be instrumental in both assisting United 
States private enterprise investment in underdeveloped countr ies and 
in stimulating private enterprise and investment internally in the 
countries themselves. 


CURRENT STATUS OF THE DEVELOPMENT LOAN FUND’S ACTIVITY IN 
PRIVATE SECTOR 


In describing and assessing the current status of DLF activities re- 
Jating to the private sector, some points regarding DLF’s overall 
history and activity to date should be borne in mind. 

The DLF has been in active operation for only 11 months. Con- 
gress appropriated $300 million to the DLF in 1957 and $400 million 
in 1958. These resources, however, fall far short of the needs. 

The priority demands on these limited resources to meet minimal 
developmental requirements in urgent situations has meant that full- 

scale activity, including of course “that rel: ating to the private sector, 
has not yet been possible. 

Nevertheless, we believe that our performance to date in assisting 
and promoting private enterprise and private investment has been 
highly creditable. 
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From the beginning we have stressed the availability and the deter- 
mination of the DLF to assist and promote private investment and 
participation. Our original and recently revised prospectus, which 
has been distributed in large numbers throughout the country and 
around the world, as well as our other public announcements and 
speeches, have included statements that the DLF is prepared to make 
available assistance for private persons and corporations in the form 
of direct loans, by the use of guaranties, and by other means—other 
than direct grants and equity participation. We have emphasized 
that the DLF favors joint private ventures between American in- 

vestors and private foreign investors in order to bring together needed 
production and management know-how with knowledge of local eco- 
nomic, business, and political conditions. Where public projects are 
required, we have indicated that we particularly favor those activities 
which lay a basis for, or eventually make possible, productive private 
investment. 

Of the $578 million of DLF loans signed, approved, or earmarked 
as of October 31, about $60 million represents loans directly to private 
investors. A substantial additional portion consists of loans to gov- 
ernments for which the private sector will be the user of the goods 
imported. An example of the latter situation would be a loan to the 
Government of India to permit the import of jute machinery which 
will be sold to private millowners. 

The direct loans which have been authorized include: A loan of 
$2,600,000 to an American company operating in Paraguay ; $2,750,000 
to a privately owned cement company in Taiwan ; $2,100, 000 to a pri- 

vately owned cement company in Korea; $4,200,000 and $10 million 
to privately owned development banks in Pakistan and Turkey; and 
$3,030,000 for private sector projects in Brazil, Liberia, Somalia, and 
Costa Rica. 

In another case under negotiation, an operation has been authorized 
which is intended to include the exercise of DLF’s guaranty function. 
It is proposed that DLF will guarantee a loan of $4,500,000 to be made 
by a private United States bank to a company in Taiwan, accompanied 
by a direct loan of $2 million by DLF to the same borrower. Full 
details on these and other private sector loans are available for your 
information. Many other private loans are under negotiation at this 
time. 

In addition to the loans authorized thus far, DLF currently has an 
active backlog of applications totaling about $1,700 billion. Of this, 
we estimate that over $500 million are, or could be expected to be, 
private sector applications with either United States or foreign bor- 
rowers. Our rapidly increasing number of contacts, conferences, and 
correspondence with United States and foreign private business repre- 
sentatives can be expected to result in more » applications i in the near 
future. And this rate in turn will be stepped up as further DLF 
capital and staff resources become available. 

It should be borne in mind also that the great majority of the loans 
authorized by the DLF in the public sector will have important bene- 
fits for private enterprise by furnishing the basic facilities—railways, 
roads, power, communications, irrigation—essential to furthering pri- 
vate enterprise. Thus, for example, a loan of $20 million to the Gov- 
ernment of Thailand to rebuild and vastly expand the power distribu- 
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tion system for Bangkok is essential to bring to rapidly expanding 
and multiplying private entrepreneurs the electric power which will 
become available as hydro and thermal projects now underway are 
completed. 

POLICIES AND METHODS 


We are now instituting a careful review by experienced consultants 
of our private loans to date and of private applications on file with a 
view to a comprehensive assessment of our loan criteria and of other 
methods to bring forth private participation. We are also examining 
methods to assure that all anette private participation in a proposal 
has been thoroughly explored. 

We have great hope that the guaranty approach now available to 
us can be used much more effectively and broadly, in close association 
with other DLF assistance, to promote private participation. 

One approach to the problem of stimulating private investment, 
particularly in smaller projects, is through the use of lending in- 
stitutions in the underdeveloped countries themselves. It is evident 
that an important element in industrialization in many countries 
could be the transformation and expansion of some of the former 
largely commercial banking institutions into longer term industrial 
lenders. In some cases existing private commercial banks, in the 
absence of industrial banks, might be used by making DLF funds 
available through these banks for private projects which the banks are 
ready to partially guarantee or finance—their minimum participa- 
tion being, for example, 20 percent. This gives much of the adminis- 
trative problems to Yo ‘al banks, provides a demonstration—through 
the assumption of some of the risk—of the local reputation and 
credit worthiness of a borrower, an evaluation often difficult for an 
outsider to make, and serves to help reform and liberalize local lend- 
ing institutions. The DLF is currently considering at least one under- 
taking of this nature. 

An alternative method is the use of local industrial development 
banks. The DLF is undertaking an expanding role in the initiation 
and support of this type of bank. Here, too, is an important means of 
getting capital and technical know-how into the private industrial 
sector and of demonstrating the possibilities to the banking industry 
of industrial loans. The DLF has already approved loans to five of 
these development banks and expects to be working actively on many 
more. 

Undoubtedly much of the success of this method, however, will 
depend on our effectiveness in assisting in the actual establishment 
and operations of the banks with the appropriate criteria, organiza- 
tion, government and public understandings, et cetera. 

An important obstacle to private foreign investment can be categor- 
ized as the “investment climate.” We contemplate that the DLF 
will play an increasingly active role, working closely with embassies 
and ICA missions ii continuously seeking for ways of stimulating 
private enterprise aud private investments in the underdeveloped 
countries. 

The DLF may be a source of United States support to regional 
development institutions. Here again there should be useful oppor- 
tunities to improve the climate of investment and to put the resources 
of the institutions into the private sector as much as possible. 
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The DLF is also concerned with means of effectively using local 
currency available through other programs, such as Public Law 480, 
and to become available as loc: it currency repayments on former 
DLF loans accrued. Loans of these local currencies back into the 
economy, particularly in the private sector, can be a useful means if 
influencing the use of the country’s resources. To have local cur- 
rencies readily available can also help, often in combination with 
dollar loans, in consummating private loan undertakings, contribu- 
tions to local development institutions, et cetera. 


CONCLUSION 


The Development Loan Fund, in its short life, has thus made a sub- 
stantial start in providing real assistance to private enterprise and 
investment. The DLF believes, however, that much more can and 
must be done. As the keystone to the United States Government de- 
termination and effort to promote real economic development, the 
DLF has a profound responsibility. This job of economic develop- 
ment cannot and should not be done only by public capital. The DLF 
must thus act as a catalyst and must bend every effort to mobilize 
private enterprise. We intend to devote increased effort to that end. 

Mr. Boges. Thank you very much, Mr. McIntosh. 

Are there any questions ? 

Mr. Macurowicz. No questions, Mr. Chairman. 

Mr. Boees. Mr. McIntosh, would it be fair to assume that your 
experience in the Development Loan Fund leads you to believe that 
much greater activity is needed to encourage more private investment 
abroad ? 

Mr. McInrosu. Yes, sir. My experience to date indicates to me 
very strongly that much more can be done. A large part of our total 
funds to date have been required to meet urgent demands from gov- 
ernments, such as the Government of India. So we have had very 
little of our funds for other lending, particularly lending in the pri- 
vate sector. 

Mr. Boggs. So that if these funds could be supplemented by private 

capital, then, of course, you would have more leeway to operate and 
in more essential ares 1s; is that so? 

Mr. McIntosu. That is right. 

Mr. Boces. Are you asking for an increase this year in funds ¢ 

Mr. McInrosu. We expect to. We expect to go to the Congress in 
January and ask for additional funds. 

Mr. Bocas. Have you determined how much more you are going to 
ask for? Isthata fair question ? 

Mr. McInrosu. No; no final decision has been made on that yet in 
the executive branch. 

Mr. Boges. But in any event, it will be as much, if not more, than 
you had in fiscal 1959 ? 

Mr. McInrosu. I would say so, because during the past 10 months 
we have been loaning at the rate of $700 million a year, and we expect 
to have loaned or committed our entire amount of funds, $700 million, 
before the end of January. So at the end of January we will be with- 
out funds to lend. 
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Mr. Boees. Mr. McIntosh, in your experience, you have seen Ameri- 
can capital operating abroad, have you not? Asa matter of fact, you 
have invested capital abroad, have you not, as a businessman 4 

Mr. McInvosn. Yes. I have spent about 35 years in foreign busi- 
ness, and I have traveled and worked practically in all parts of the 
world. 

Mr. Boces. I would not have you comment on any other branch of 
government, but would it be a fair assumption to say—and I am ask- 
ing you to comment now as a businessman—that the tax structure as 
it applies to business abroad is complex, to say the least ? 

Mr. McInrosn. I certainly agree with that. 

Mr. Boges. And would it also be fair to say that if certain funda- 
mental changes were made, this might stimulate further investment 
abroad ¢ 

Mr. McInrosu. I think it would, very much so. 

Mr. Boaes. Also, you have seen the operation of American capital 
abroad. You served as Ambassador to Venezuela for a while, did 
you not? 

Mr. McInvosn. Yes. 

Mr, Bocas. What do you think the economy of that country would 
be like without the American capital that is invested there? 

Mr. McInrosu. It would be at a far lower stage of development 
than it actually is. From 60 to 70 percent of the total income of the 
Government of Venezuela and of the people of Venezuela is due to 
American investment. The progress which has been made there, not 
only in petroleum, but in many other industries, is due, in very large 
part, to American corporations and American personnel. 

Mr. Boces. Would you describe the average American businessman 
abroad today as a pretty good ambassador for the United States? 

Mr. McInrosn. I think so. I think that the American business 
community abroad is a great asset to us, and, in general, the American 
businessmen living abroad and American businessmen traveling abroad 
conduct themselves very well. I think they are a great influence in 
developing good relations with other countries. 

Mr. Boees. You have been very helpful to us, Mr. McIntosh. 

Mr. McIntosu. Thank you, sir. 

Mr. Boges. I congratulate you on the job you are doing with the 
Development Loan Fund. Itisa ver y important position. 

Mr. McInvosu. Thank you very much. 

Mr. Boees. Our last witness today is Mr. Max Myers, Administra- 
tor, Foreign Agricultural Service, Department of Agriculture. 

Would you please give your name and address or title for the benefit 
of the record, please. 





STATEMENT OF MAX MYERS, ADMINISTRATOR, FOREIGN AGRI- 
CULTURAL SERVICE, DEPARTMENT OF AGRICULTURE 


Mr. Myers. My name is Max Myers. I am Administrator of the 
Foreign Agriculture Service of the United States Department of 
Agric ‘ulture. 

Mr. Boges. You may proceed with your statement, Mr. Myers. 

Mr. Myers. Secretary Benson has asked me to appear before you 
in order to present comments on the subject of United States private 
foreign investment, as requested. 
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One of our primary functions is to encourage agricultural exports. 
This involves ee abreast of developments abroad in agriculture, 
consumption, trade, and policies. 

With respect to the general topic of United States private invest- 
ments abroad, it is, of course, clear that the net outflow of United 
States private investments contributes to other countries’ buying 
power for United States products, including agricultural products. 
However, it is very difficult to identify any particular share of our 
export trade in general, or in agricultural products in particular, 
with the fact or the extent of United States private capital invest- 
ment abroad, Such capital movements add to the dollar supply 
abroad potentially available for imports from the United States. 
Many of these investments contribute to financing economic growth 
abroad; and one of the results of economic growth in the world at 
large, is the growth of international] trade. : 

In this way, United States investments abroad tie in with the 
export interests of American agriculture. In addition, the participa- 
tion of the United States in the world’s economic affairs and in as- 
sisting the world’s economic development helps our Nation’s security 
and general well-being, without which agriculture could not in the 
long run prosper. 

In order to give a general idea of American agriculture’s interest 
in foreign trade, I should like to present a few basic data. 

Total world exports of all commodities amount to over $100 bil- 
lion a year. Over one-third of this total comes in exports of agri- 
cultural commodities. The United States supplies about one-eighth 
of the total world exports of agricultural commodities. 

If the comparison is confined to world agricultural exports of 
products of the kind produced in the United States, our share in 
those world exports is about one-fifth. We are by far the largest 
single exporter of agricultural products in the world. One out of 
every 614 harvested acres in the United States produces for export. 

In terms of individual commodities, American agriculture’s posi- 
tion in the export market is even more dramatic. 

In 1957-58 over 50 percent of our cotton, over 40 percent of our 
wheat, and about one-third of the tobacco and the soybeans that we 
produced were exported to foreign markets—plus very substantial 
shares of our total production of rice, tallow, and lard, and other 
commodities. 

How investment toward economic growth abroad benefits inter- 
national trade in general and the export trade of the United States 
in both industrial and agricultural commodities may be illustrated 
in the case of Canada. 

Canada has had a rapid economic expansion in the postwar period, 
and has moved forcefully toward a more comprehensive utilization 
of its great natural resources. While private foreign capital had 
only a modest share in total Canadian investment, it was a very large 
contributor to certain individual spheres of industrial investment 
and development. This is especially true of capital from the United 
States. 

From 1947 to 1957, Canada’s gross national product increased by 
over 50 percent, while population increased by only 25 percent. In 
the same period Canada’s merchandise imports doubled in volume. 


83415—58——_6 









74 PRIVATE FOREIGN INVESTMENT 


Total United States exports to Canada also rose about this much; 
United States agricultural exports to Canada in those 10 years in- 
creased by 50 percent on either a value or volume basis. 

A private-enterprise economy like ours is composed of a great 
many individual and corporate interests. The net result of their 
efforts shows up in the economic development of our Nation. There 
are many instances of private United States investment abroad which 
are favored by some segments of the United States economy and 
opposed by others. 

When a United States firm establishes, or finances, a business 
abroad whose output competes with what other United States firms 
might have sold in that country, the latter are not going to like it. 
Since the economic development to which capital investment con- 
tributes must always mean an increase in the output of some goods 
and services somewhere in the world, it must also mean an increase 
in competition for established channels of trade. And if we want 
the one effect, we must put up with the other. 

Our willingness to assist economic development abroad is one of 
the attributes of America’s leading role in world affairs. Therefore, 
a general subject such as that of capital investment abroad must be 
contemplated under the aspect of the total national interest and 
of our country’s standing and role in the community of nations. 
Over and above that, economic development also means expansion 
of demand and consumption all round—so that greater competition 
in some products will be accompanied by an overall expansion of 
markets in others. As in production, there will in the end be a net 
gain in trade and consumption. 

To be fully consistent with its philosophy and the business point 
of view, American private capital should take its fair chance with 
other capital abroad and weigh its prospects and risks in an ap- 
praisal of whether to invest at home or abroad, and in which lines 
of endeavor. When such decisions can be made free from the influ- 
ence of special privileges or impediments created by Government 
action at i or abroad, they best serve the economic interests of 
our Nation and of other nations. However, we do have, in addition, 
private investment abroad of capital that has been created as a result 
of special legislation. 

Loans to private enterprise develop under Public Law 480, sec- 
tion 104 (e), as amended by Public Law 128, approved August 13, 
1957—the so-called Cooley amendment. This law provides that up 
to 25 percent of foreign currencies generated under each title I agree- 
ment shall be made available for loans to private business firms 
through the Export-Import Bank for business development and trade 
expansion abroad. This is a case of private loans influenced by Gov- 
ernment action since, without the Government’s policy and activity 
under Public Law 480, the local currency funds that are available 
for such loans would not exist. 

These loans are subject to special provisions in order that the 
capital transactions made possible by specific legislation enacted 
by the Congress and enforced by the administration do not run counter 
to basic domestic policies or programs. Thus, the law prohibits loans 
for the manufacture or production of commodities to be marketed in 
competition with United States agricultural commodities or the prod- 
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ucts thereof. Loans to non-United States firms may be made only 
to expand markets abroad for United States agricultural commodi- 
ties. The latter provision is in furtherance of a basic purpose of 
Public Law 480: to facilitate the disposal of our agricultural sur- 
pluses and to develop foreign markets for United States agricultural 
products. 

Public Law 480 is thus one of the vehicles of United States private 
investment abroad with which the Department of Agriculture is linked 
because of its responsibilities under title I of this act. 

The extension and administration of these foreign loans is a re- 
sponsibility of the Export-Import Bank. Funds theoretically avail- 
= for such loans are not always easy to place, since the,loans must 
be mutually agreeable to the Eicect tenet Bank and the other 
country concerned; and, of course, the activities to be thus financed 
must appear as a profitable venture to the business firm concerned. 

The Department of Agriculture will provide gladly additional in- 
formation on Public Law 480 agreements which have included pro- 
vision for such loans. Since the enactment of the legislation pro- 
viding for these loans, there have thus far been 21 commodity sales 
agreements under Public Law 480 setting aside funds for loans of 
this type. 

There is also another context in which Public Law 480 title I bears 
upon United States private investment abroad. Our market develop- 
ment activities under section 104 (a) are largely carried out in co- 
operation with private United States and foreign groups as coopera- 
tors. The trade-fair projects also involve extensive participation by 
private United States and foreign firms in export market develop- 
ment. Agricultural utilization research in foreign countries is being 
carried out by the Agricultural Research Service with the help of 
foreign research institutions. This research will aid in the develop- 
ment of new uses and in the expansion of export markets for United 
States farm products. Increasingly aware of the importance of for- 
eign markets, private trade and agricultural groups are directing more 
attention and resources to maintaining and developing these markets. 
Our cooperation with private firms thus also creates investment oppor- 
tunities abroad for private United States capital. 

Mr. Boges. Are there any questions ? 

Mr. Macurowicz. No questions, Mr. Chairman. 

Mr. Boees. Mr. Myers, what programs do you have in the Depart- 
ment for developing basic agricultural activities in some of these 
countries, such Hass as dairying, and such fairly simple industries 
as canning, food preservation, refrigeration, and so on? 

Mr. Myers. Sir, do you mean in the other country ? 

Mr. Boges. Yes. 

Mr. Myers. The work to develop the agriculture and rural economy 
of the other countries 

Mr. Boaes. In the underdeveloped countries. 

Mr. Myers. That is under ICA, sir, and not under the Department 
of Agriculture. 

Mr. Boees. You don’t provide experts and technical assistance to 
ICA? 

Mr. Myers. We help ICA, sir. 

Mr. Bocas. But your man is assigned to the ICA ? 
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Mr. Myers. I would not say that there couldn’t be an ample amount 
of cooperation, but, in general, that is the practice. ICA is responsible 
for developing the agriculture of the other country. The United 
States Department of Agriculture is responsible for that work abroad 
which is for the benefit of our agriculture. 

Mr. Boaes. What does the agricultural attaché do at the embassies / 

Mr. Myers. Our agricultural attachés are responsible for several 
things. They provide something we class under the whole heading of 
representation, which involves answering questions from people of 
both our country and the other about markets, the agriculture of the 
other countries. They help with the negotiation of the 480 agree- 
ments. They help with the local application of our market-develop- 
ment programs. 

Their steady routine work is providing reports on the markets and 
the other country’s agriculture which are analyzed here in Washing- 
ton to show our trade and our agriculture what the opportunities and 
what the competition is for that country. 

Mr. Boces. Have you been satisfied with the utilization of the funds 
from Public Law 480 in the countries involved? Do you think the 
restrictions are too binding or do you have any ideas on the subject ? 

Mr. Myers. Sir, I personally am too new to want to express my own 
opinion on this. ‘The whole matter is under consideration at an inter- 
departmental committee level on policy, and I would prefer not to 
comment on it at this time. 

Mr. Boees. I will tell you one thing: We seem to have more things 
“under consideration” in this Government. 

Well, you have been very helpful, Mr. Myers. Thank you very 
much. 

Mr. Myers. Thank you. 

Mr. Boees. That concludes our hearings for today. The commit- 
tee will resume hearings at 10 o’clock in the morning. 

(Thereupon, at 3:40 p. m., the hearing was recessed, to reconvene 
at 10 o’clock a. m., Tuesday, December 2, 1958.) 
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TUESDAY, DECEMBER 2, 1958 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON ForEIGN Trapp Pouicy 
OF THE COMMITTEE ON Ways AND Means, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to notice, in the com- 
mittee room, New House Office Building, Hon. Hale Boggs, chairman 
of the subcommittee, presiding. 

Mr. Boges. The subcommittee will come to order. 

Our first witness this morning is Mr. Robert M. Mitchell, vice 
president of the International division of the Whirlpool Corp. 

Mr. Mitchell, will you come forward ? 

Will you identify yourself for the record, and also the gentlemen 
who are with you? 


STATEMENT OF ROBERT M. MITCHELL, VICE PRESIDENT OF THE 
WHIRPOOL CORP.; ACCOMPANIED BY PETER NEHEMKIS, WASH- 
INGTON COUNSEL FOR WHIRLPOOL, AND THOMAS E. JENKS, 
SPECIAL COUNSEL, WASHINGTON, D. C. 


Mr. Mircnety. Chairman Boggs and members of the Subcommittee 
on Foreign Trade Policy, my name is Robert M. Mitchell, and I 
reside in Benton Harbor, Mich. As vice president of the International 
division of the W hirlpool Corp. and as president of its overseas 
operating subsidiaries, I have responsibility for the foreign distribu- 
tion of the RCA Whirlpool home appliances. I am also “responsible 
for the licensing arrangements which are in effect with a number of 
Western Hemisphere, Kuropean, Australian, and New Zealand manu- 
facturers of my company’s products. 

I am accompanied by Mr. Peter Nehemkis, Washington counsel for 
Whirlpool, and by Mr. Thomas E. Jenks, as special counsel. Both 
Mr. Nehemkis and Mr. Jenks reside in this city. 

May I express my appreciation, Chairman Boggs, for this oppor- 
tunity to appear before the Subcommittee on Foreign Trade Policy. 

When it was first suggested to me that I should avail myself of 
the privilege of appearing before you, and when I began to consider 
whether I had anything constructive to lay before you, I concluded 
that I would be iustified ; in taking your time if any proposal which I 
might make could meet these three criteria: 

First, the proposal should have the widest possible support of my 
colleagues in the business community who have responsibility for 
foreign operations. 
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Second, the proposal should have legislative practicality; that is 
to say, it was to be the kind of proposal for which there could be 
mustered voting support. 

Third, the proposal should be of a character which would stimulate, 
as well as facilitate, investment by private industry in the under- 
industrialized countries, and, in that respect, be responsive to the 
declared foreign policy of the United States Government. 

Admittedly, this is a fairly tall order, but, by the same token, 
anything outside of this frame of reference e, it seemed to me, would 
be a waste of your time and mine. 

The proposal for which I ask your consideration is quite simple and, 
I believe, familiar to you. My recommendation is that there be 
established, for those businesses which are engaged exclusively in 
foreign operations, a special category of domestic corporations to be 
known as world trade corporations. 

Unlike the Western Hemisphere trade corporations, which are ac- 
corded special tax treatment, no reduction in tax for the world trade 
corporations is contemplated. 

Most proposals for changing our tax laws to provide an incentive 
for enlarging the overseas business of United States corporations have 
been in terms of tax reduction. There can be little doubt that lower 
taxes would provide such an incentive. However, I do not regard 
tax reduction as a realistic consideration at this time. 

I would, however, urge for your consideration a different incentive: 
a tax deferral. 

By a tax deferral I mean simply this: The world trade corpora- 
tions would become subject to United States corporate income tax 
on their foreign earnings only when these earnings were distributed 
or otherwise made available to the parent stockholder. 

The committee will recognize that this concept is not novel. In 
fact, it is merely an effort to repatriate to the United States those 
American corporations who are now resident in Panama, Canada, the 
Bahamas, Venezuela, the Netherlands, Switzerland, Belgium, Liecl- 
tenstein, and numerous other so-called foreign profit sanctuaries. 

The committee is also aware that the reason for the expatriation 
of investment capital through United States ownership of foreign 
holding companies is to enable American corporations to accumulate 
foreign earnings for the expansion of foreign operations without 
any liability for United States income tax. Foreign corporations are 
exempt from tax on their foreign earnings, by law. 

In effect, therefore, all that I have been saying to you is: Under 
»resent law, a United States corporation can achieve the desired de- 
erral of United States tax on income from foreign operations by or- 

ganizing a foreign subsidiary. This involves a considerable number 
of business headaches, apart from taxes. Instead of continuing this 
practice, let’s recognize the facts of life by practical legislation which 
could furnish the same incentives and advantages for American cor- 
porations who have been heretofore deterred by the complexities and 
expense of organizing and operating a foreign subsidiary. 

I should like to turn now to a brief but general statement of the 
functions of the world trade corporations. 

They would be permitted to operate directly in foreign countries 
or through subsidiary foreign corporations. They could engage in the 
export business. 
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They could own foreign patents, copyrights, and trademarks, and 
receive royalty income from licensing arrangements. They could 
rovide technical assistance to licensees, render management services 
or foreign corporations, and receive compensation therefor. They 
would be permitted to purchase and store goods in the United States 
for resale in foreign countries or for their own use in foreign coun- 
tries. They would be permitted to conduct only such business op- 
erations in the United States which were essential for the management 
of their overseas activities. 

I should like now to focus your attention upon several important 
features which should be included in any legislation which is designed 
to carry out this proposal. 

(1) ‘Definition of foreign income: As this subcommittee is aware, 
one of the major areas of uncertainty in the taxation of foreign in- 
come is the determination of the source of income from export sales. 

I would recommend that the income of a world trade corporation 
from exports should be considered as foreign if the destination of the 
goods is a foreign country. 

One of the most helpful acts which this subcommittee could under- 
take in the interest of simplifying foreign operations for American 
companies is to abandon the falderal attendant upon getting title to 
goods passed abroad, This has become an expensive and a time-con- 
suming business nuisance. 

If it is normal business practice for title to pass in the United States, 
that should be the prevailing rule governing title passage for the world 
trade corporations. 

(2) Transfer of existing foreign investments to a world trade cor- 
poration: Companies with existing foreign investments will be able 
to benefit from legislation establishing world trade corporations only 
if they are permitted to change their present corporate forms of organ- 
ization into a world trade corporation without being penalized by 
having to pay United States income taxes on the liquidation or transfer 
of their existing holdings. 

Since the bulk of American companies which would be interested 
in taking advantage of this proposal already operate overseas, they 
should be permitted to change their corporate forms of organization 
into a world trade corporation without incurring tax liability. If such 

tax-free transfers were not to be permitted, existing overseas invest- 
ments will be discriminated against in favor of those companies which 
are only just beginning to invest in foreign countries. 

To avoid this inequity, I suggest that the requisite amendments to 
the code for effectuating the world trade corporations should also 
include provisions similar to or identical with H. R. 12368, a bill intro- 
duced at the last session of the Congress by Chairman Boggs, which 
would permit such tax-free transfers. 

(3) Inclusion of export sales in the proposed coverage: Most for- 
eign investment—and this is especially true of manufacturing—is 
made by companies who have previously exported their product to 
the particular country in which they subsequently invest. Not infre- 
quently an American company will decide to invest in a foreign coun- 
try after it has developed the market for its products through export, 
because it is possible to lower the cost or broaden the market by direct 
manufacture in a particular country. 
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Direct investment in foreign manufacturing also results from the 
circumstance that, once a local, foreign manufacturing operation is 
established, the foreign government will usually throw a protective 
tariff wall around the infant industry. Thereafter, for all practical 

urposes, further American imports of the particular product are 

sarred from the country. The American company either must estab- 
lish its own plant in the foreign country or abandon that particular 
foreign market. 

Another reason which has compelled American companies to under- 
take direct manufacturing operations in those countries to which they 
have previously exported their products is because local regulations 
and restrictions imposed by foreign governments no longer permit 
import of certain types of American goods. These restrictions against 
importation are quite understandable. They are the result of a short- 
age in dollars and the need to use a limited supply of dollars for high- 
priority items of import. 

Brazil is a good example of the problem. Brazil is still an under- 
industrialized countr y with a booming population growth rate and an 
emergent middle class with rising expectations and desires for con- 
sumer durable goods—refrigerators, washing machines, kitchen 
ranges, air conditioners, and other home appliances—to confine my 
examples solely to the products of my own company. But Brazil must 
husband her limited dollar supply to import petroleum, which is not 
produced in sufficient quantity to supply her domestic requirements, 
or heavy-duty equipment for the expanding needs of her dynamic 
economy. So, refrigerators and washing machines and radios and 
television sets and other consumer durable goods are not permitted to 
be imported. There is, nevertheless, a significant and growing market 
for these consumer goods. 

The common- market design, such as the European Common Market 
(which will become operative in January of 1959), and similar ex- 
pressions of interest for a Central American and Latin American 
common market will increasingly prevent United States exports from 
entering into those markets. The answer, of course, will be increased 
direct manufacture in those markets by United States companies. 

Since investment tends to follow export or is forced to substitute 
for export, foreign investment will be stimulated by a proposal which 
permits companies to utilize their export profits for foreign invest- 
ment without incurring United States tax. Plainly, where a United 
States corporation is restricted from exporting, the ‘ability to use tax- 
free export profits for investment in that particular country, or else- 
where in the world where the opportunity is favorable for earning 
profits, will contribute to the determination of corporate manage- 
ments to invest overseas. In fact, the extension of a tax deferral 
to export income should be of substantial assistance to companies in 
switching their operations from export to foreign investment. 

Although I strongly favor inclusion of export sales in the legisla- 
tive coverage, I, nevertheless, would recommend that those export 
houses whose operations are such that they have no intentions of ever 
making any foreign investments should be excluded from the bene- 
fits of the world trade corporations. 

(4) Foreign branches versus foreign subsidiaries: With the avail- 
ability of a world trade corporation, a company could use either a 
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branch or a foreign subsidiary, in accordance with the needs of the 
business rather than the dictates of a tax advantage. 

(5) Control over world trade corporations ‘by Internal Revenue 
Service: Enactment of legislation establishing the use of world trade 
corporations would enable the Internal Revenue Service to exercise 
control over foreign trading and investment activities which is not 
presently available to the Service. 

I would recommend that each world trade corporation file a state- 
ment of income annually. For each year, calculation would be made 
of the amount of the corporation’s income, the amount of Federal 
income-tax credits. The filing of the return would have the same 
effect, for administrative purposes, as the filing of the return and 
payment of tax for an ordinary corporation. The taxpayer, as well 
as the Government, would know for each year the amount of accumu- 
lated earnings and the income tax due on those earnings. 

‘By converting all foreign operations into a domestic corporation, 
any possible abuses in the misuse of foreign holding companies would 
be eliminated, because the Service would be in a position to subject 
foreign operations of American subsidiaries to United States laws 
and regulations—a net gain for the Service. 

My presentation would be incomplete if I failed to mention the 
British experience with the identical problem with which we are here 
concerned. 

It is noteworthy that the British have adopted a tax-deferral system 
which, in many respects, is similar to the world trade corporation pro- 
posal which I have urged for your consideration. After an intensive 
study of the problem “by a royal commission beginning in 1951 and 
cone Juding with its final report in June 1955, the Parliament i in July 
1957 adopted the commission’s recommendation for the creation of a 
British overseas trading corporation. 

As the Chancellor of the Exe hequer announced in the House of Com- 
mons, British companies which qualified as overseas trade corporations 
were to be “exempted from income tax and profits tax on their trad- 
ing profits earned abroad.” 

May I now, Mr. Chairman, briefly summarize the arguments in 
favor of a tax deferral in connection with legislation establishing the 
world trade corporations. 

(1) It would grant the same privilege toa United States corpora- 
tion that can now be obtained by organizing a foreign holding com- 
pany, and without requiring expatriation of either investment capi- 
tal or American personnel. Before leaving this point, may I make 
two observations. First, the Treasury Department ought not to be 
heard to object to the proposal on the ground of a loss in revenue, since 
it is ancient wisdom that you can’t miss what you never had. Second, 
with the option to concentrate management for overseas operations 
here at home in the same manner as the British overseas trading cor- 
porations are permitted to do, I am convinced that most American 
companies will be able to do a better job, a more efficient job, with 
fewer personnel maladjustments and at less cost. than now prevails. 

(2) It would equalize the tax treatment between branches and sub- 
sid aries, a result which is to be greatly desired. 

(3) Inclusion of exports in the proposed legislative coverage is, 
in my judgment, both necessary and wise. In practice, it is not easy 
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to separate export from investment. Generally, one merges into the 
other, and investment invariably follows export. With a world trend 
moving in the direction of common markets, there will soon be no 
alternative for many American corporations except investment. I 
believe that a tax deferral for export earnings would provide a stimu- 
lant for worldwide business expansion, and will encourage companies 
to shift from export operations to direct investment. 

(4) The proposal for the establishment of the world trade cor- 
porations will allow companies to expand out of retained foreign 
earnings by enabling funds to be used for expansion in any part of 
the world without immediate payment of United States tax. 

(5) The reorganization of existing foreign corporate structures 
into world trade corporations should be permitted without incurring 
tax liabilities. This would overcome the objection that only those 
companies can benefit who are just commencing their foreign opera- 
tions. 

I am confident that the members of this subcommittee are sensitive 
to, as I know from his public speeches that your chairman is thor- 
oughly aware of, the dangers of the Soviet trade offensive—an offen- 
sive which is probably far more perilous to the free world, and to this 
Nation in particular, than the spectacular advances in Soviet science 
and military technology. 

Mikoyan’s freewheeling trade and barter deals in the Argentine, in 
Brazil, in Uruguay, in Cuba, and, I might add, in the United States, 
have brought the Russian ruble war close to home. 

Now, it would be naive to suggest that the proposal for the establish- 
ment of the world trade corporations is the complete answer to the 
Soviet trade offensive. Of course, it is not. 

But such legislation would be a long step in the right direction. 

Mr. Boces. Are there any questions ? 

Mr. Byrnes. As I gather the basis of your concern here, among 
other things, is the fact that you foresee a necessity as far as American 
business is concerned to shift from an export business to manufactur- 
ing abroad, an investing and going through the manufacturing proc- 
ess abroad; is that right ? 

Mr. Mircnetu. That is correct, Mr. Byrnes. 

Mr. Byrnes. Do you attribute that trend in part to this common 
market trend, the European Common Market and the proposals for 
a common market in other areas? Is there any other factor that 
gives rise to that? 

Mr. Mrrenety. Basically that is it, Mr. Byrnes. In many of the 
Latin American countries at the moment for practical purposes it is 
impossible to export particularly consumer durable goods. There is 
a rising nationalism in many of these countries, and they are trying 
to industrialize, and to raise their standard of living. So that Ameri- 
an companies, if they are going to have a part of that market at all, 
must invest in some form or other. 

Mr. Byrnes. You don’t see a great future then as far as the export 
of finished commodities from this country. You see that contracting, 
I gather, and an increase in manufacturing abroad and with foreign 
labor ? 

Mr. Mrrcnetv. I think that is the way it will happen; yes, sir. 

Mr. Byrnes. Great emphasis has been put on the fact of the impor- 
tance of the trade-agreements program and all of the rest of it, and 
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the increase in our exports, and the developing of this freer trade. I 
gather that you wedi suggest at least by your testimony that we 
may be getting into a period where that is going to be reversed? 

Mr. Mrrcuen. I think that that is quite right, sir. 

Mr. Byrnes. That is all. 

Mr. Macurowicz. In connection with this necessity for transfer 
from export to investment, you don’t mean that extends to all of our 
industries but only to certain specific industries ? 

Mr. Mircnei. I don’t think it would necessarily apply to all of 
them. 

Mr. Macurowicz. That situation exists only in certain specific in- 
dustries, but you wouldn’t say that is true generally speaking? 

Mr. Mircnety. That is correct. 

Mr. Macurowicz. That is all. 

Mr. Boges. To elaborate on that point a bit, wouldn’t you say that 
investment might very well increase American exports. To give you 
an example of what I mean, on yesterday the Assistant Secretary of 
Commerce called attention to the development of certain petroleum 
resources in Italy and Sicily that made available for other purposes 
dollar exchange which had been used for the purchase of petroleum 
from the Middle East. If you loosen up certain exchange limitations, 
it would seem to me that this makes available funds for the purchase 
of American exports which are not now available. 

Mr. Mircnesy. That is quite true. 

Mr. Boges. And the industries that you are referring to are mainly 
those that because of local conditions or because of nationalistic feel- 
ings or countless other local propositions, find it almost impossible to 
export these items into a given country. 

Mr. Mircuet.. That is absolutely right, sir. 

Mr. Boags. I would like to congratulate you on your statement. It 
is a very fine statement. 

Mr. Mircueti, Thank you. 

Mr. Boees. Thank you very much. 

Our second witness this morning is Senator Javits, of New York. 


STATEMENT OF HON. JACOB K. JAVITS, UNITED STATES SENATOR 
FROM THE STATE OF NEW YORK 


Mr. Boces. We are very happy to have you, Senator, and welcome 
back. 

Senator Javirs. It feels very familiar to be here, to greet my col- 
leagues, and I thank the chairman for his courtesy. 

I have come over to testify in my old bailiwick because I had served 
here in the House of Representatives in this very problem that the 
subcommittee has for consideration. I have been unable, I regret to 
say, to prepare a statement but I have been in this field so long that I 
think my thoughts will be reasonably orderly and my recommenda- 
tions quite clear to the subcommittee. 

To qualify myself, I was chairman of the Subcommittee on Foreign 
Economic Policy of the House Foreign Affairs Committee and in that 
capacity I conducted what I believe was, if not the only one, one of 
the very few sets of hearings on foreign private investment before 
this very auspicious start for the new Congress which the distinguished 
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chairman is conducting. Also, this same subcommittee conducted 
hearings on international travel which are now blossoming forth into 
a major governmental program. 

In the other body, I have sponsored the amendment to the Mutual 
Security Act by which, under the auspices of the President, Under 
Secretary of State Dillon, utilizing the services of Ralph Straus, of 
New York, is making a study of overseas private investment and the 
problems in that connection and what can be done about them in the 
executive departments. 

Further than that, I am also the chairman of the Economic Com- 
mittee of the NATO Parliamentarians Conference from which I have 
just returned. 

In all of those capacities, I have a very deep interest in the 
committee’s deliberations. I especially appreciate, Mr. Chairman, 
the fact it is the Ways and Means Committee which is holding these 
hearings, because I think it has been altogether too little realized that 
in the division of committee responsibility both here and in the other 
body, Ways and Means concerning itself with tax legislation has an 
extremely important effect upon overseas private inv estment. Indeed, 
it is at least as much as the respective Foreign Affairs and Foreign 
Relations Committees, and I believe from my own experience that 
cooperation: of Ways and Means in the House and of the Finance 
Committee in the Senate is very much desired by the other committees 
which are concerned. 

To get down to cases, there is no question about the fact that what 
you're dealing with represents one of the key elements of the struggle 

etween ourselves and the Communists, and the reason is that the 
greatest single deficiency in the foreign policy of the United States, 
in my opinion, is the inadequate utilization of the United States pri- 
vate economy. 

This is the biggest single lack on our part. It is the reason why the 
Russians in terms of economic warfare and their bilateral trade deals 
which are so reminiscent of Hitler’s Germany, show up so well. 
We must realize that they control their total economy which, let us 
estimate, is in the area of about $150 billion a year productive. power, 
today, whereas our Government only controls its part of the economy 
which at the very utmost is in the area of $80 billion a year, the size of 
the Federal budget. 

So that until you utilize effectively the roughly $350 billion addi- 
tional which is in the American pr ivate economic s system, you are not 
meeting the Russian challenge with all of your resources. In short, 
you are trying to fight the cold war with your right hand tied behind 
your back in terms of the Federal Government; hence, the absolutely 
critical essentiality of the results of all of these efforts, the efforts of 
this committee, and the efforts of the Senate Foreign Relations Com- 
mittee, the efforts of the State Department and the study which I have 
described based on my amendment to the Mutual Security Act, and the 
efforts of the Business Advisory Council of the Department of Com- 
merce which under, I think, Mr. Boeschenstein is also working in this 
field. 

Now, as to the specifics, we are well aware of the fact that there is a 
separate problem in the area of public investment which is largely 
represented in our country by the money which comes out of the 
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Development Loan Fund, Public Law 480 and the Export-Import 
Bank funds. There are very grave limitations in terms of public in- 
vestment. And although I believe for one that public investment 
needs to be very materially increased because private investment will 
not go into the areas where it needs to go unless it has a basis in terms 
of roads, ports, sanitation, certain improvements in health and educa- 
tion, nevertheless, we recognize as Members of Congress that there are 
very serious limitations upon public investment because of our budg- 
etary situation and because we are dealing, as I pointed out a minute 
ago, with a minor section of the economy in terms of the Federal 
expenditure. 

The great area for leverage is now in this private investment field 
with which the committee is dealing. This emphasizes the supreme 
urgency of the problem. 

I would like to point out that at the end of 1956 my wife and 
[ went around the world and one of the places in which we 
stopped was India. The main point which struck me in India, 
in all of our conferences and discussions there, was the fact of the 
real sense of competition between what is going on in India, eco- 
nomically in terms of the advancement of ‘the Indian people, and 
was going on in Communist China—at every stage there was a com- 
parison, what kind of a job are we doing, to wit, the United States 
and the free world, in the development of an area like India, with the 
great underdeveloped area of the free world incidentally, and what 
kind of a job are the Communists doing. 

In terms of the future of Asia, in my opinion, this is the race that 
is going to count for the most. There, think, you are beginning 
to get a more hospitable climate for private investment. Again, this 
emphasizes the critical importance of private investment. 

Now before I leave the subject, however, of public investment, I 
would like to just make one point. We have an area of public invest- 
ment where there are still great possibilities, and that is in the area of 
partnership with other countries, That has been inaugurated now in 
India and in Turkey, and a very promising initiative indeed it is, 
where a consortium of countries has been responsible for a far larger 
proportion of economic aid than is possible for the United States 
alone. It will be remembered that in India that consortium included 
the United Kingdom, Germany, Japan, as well as ourselves, and the 
International Bank. 

Now, this kind of activity still holds very great promise for public 
investment. I point that out because I do not want to leave the ques- 
tion without making clear that I shall continue to make every 
effort for greater public i investment by our country, but also that these 
initiatives and international partnerships are supremely important, 
and very promising from that point of view. 

Now, the first point in private investment that I think a committee 
like this can have a great deal to do with is the acceleration of the 
process of treatymaking, which is very important in this field. In 
prance with that, the State Department played a primary role— 

saties of fr iendship and commerce, tax treaties, treaties for invest- 
vor Regarding guaranties we found, for example, as recently as this 
summer that some of the major countries in Latin America, among 
them Argentina, Brazil, Chile, and Mexico, had not yet concluded 
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investment guaranty treaties with us, and, of course, agreements under 
the Mutual Security Act. 

Now, the specific recommendations that I would like to submit to 
the committee are these: 

First, the question of tax concessions has been widely discussed 
here—the well-known credit for given taxes, and the utilization of 
subsidiaries as contrasted with branches, and the 14-point deduction 
from income tax which is given to American hemisphere corpora- 
tions and the theory that that deduction ought to be extended to the 
rest of the world. 

In the hearings which were held before my committee in 1953 and 
1954 I became convinced that tax concessions, whatever we thought of 
them, were very important to the businessman. Indeed, it would be 
a tremendous stimulus to many in overseas private investment. I 
would therefore like to declare myself as being for them before the 
committee, for that very pragmatic reason, without discussing 
theories. This isthe fact. In my opinion the proponderant business 
sentiment will consider this the primary stimulus to overseas private in- 
vestment. 

But I do urge that as the committee considers that legisla- 
tion, it consider it in terms of selectivity. Selectivity is important 
in terms of time of the investment, the type of investment and the 
country in which the investment takes place. All of that would justi- 
fy more favorable tax treatment in the sense a discriminatory tax sys- 
tem must contribute to the foreign policy of the United States. 

This I do not think can be done across the board. We all know 
for example that the major investment, foreign private investment 
today out of roughly $3.5 billion in net outflow of private capital, 
which we have currently, goes to Latin America, ait primarily for 
petroleum and mining. No one can argue with the fact that what- 
ever is invested there is good, whether it is in extractive industries 
or any other, but we all do realize, also, that investment in manufac- 
turing, and investment in service industries, would contribute very 
much more quickly to the economic development of the peoples in 
those countries. That is an example of what I have in nie in terms 
of selectivity. 

Then you have a question of place. Forty percent of our private 
investment goes to Latin America, and one-third to Canada, whereas 
less than 3 percent goes to the Mideast. It has been established 
in the last couple of years at about $100 million a year. Only about 
5 percent or roughly $175 million a year goes to the Far East. Yet 
these are the enormous areas which are of the least developed coun- 
tries, and therefore we should try by selectivity to stimulate invest- 
ment in areas where it will do the foreign policy of the United States 
the most good. 

Now, as to the techniques of selectivity, this committee has had a 
tremendous experience with accelerated amortization certificates and 
all kinds of ways in which to accomplish that result. Therefore, I 
shall confine my own suggestions to the idea of selectivity in principle 
and I am sure this committee can very well cope with the practical 
details of just how to do it in each particular case. 

The second thing that I think ought to be moved forward is a code 
of fair practice for investment overseas. That has been suggested as 
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recently as the Stanford Research Conference, which was held a year 
ago last summer, with which I am sure the committee is very familiar 
with, and I deeply think that that can be a very useful matter. There, 
I think, perhaps, our initiative in the United Nations could be the 
most important of all. 

The prestige of this committee would certainly encompass recom- 
mending that kind of initiative. 

Thirdly, I would like to turn to my interest in the NATO and point 
out that perhaps the NATO powers can do something about this, too. 
I would like permission of the Chair to introduce into the record 
before this committee my report as chairman of the committee, and 
also the resolutions adopted by the Conference in Paris only the week 
before last. 

Mr. Boces. Without objection, that will be done. 

(The material referred to is as follows :) 


[Cover] 
Original: English [1958 Con/Doe 3] 


NATO PARLIAMENTARIANS’ CONFERENCE 
FOURTH ANNUAL CONFERENCE 
NATO Headquarters, Palais de Chaillot, Paris XVI 
17th—21st November 1958 
REPORT OF THE GENERAL AFFAIRS COMMITTEE, ECONOMIC SECTION 
Senator Jacob K. Javits (United States) 


Rapporteur of the 1958 Conference General Affairs Committee, Economic Section 
The Secretariat Paris, November 1958. 


[Text] 
A.349 


NATO PARLIAMENTARIANS’ CONFERENCE 
REPORT OF THE GENERAL AFFAIRS COMMITTEE, ECONOMIC SECTION 


Senator Jacob K. Javits (United States) 


ny 


(Rapporteur on Economic Affairs) 
NATO EconoMIc Co-OPERATION FOR THE FREE WORLD 


I. There is an urgent need for new initiatives to meet the economic problems of 
the Free World. 


Comment 


The international economy is not functioning adequately to meet in time the 
aspirations for economic progress of all free peoples. Rates of economic growth 
in the less developed countries are inadequate to free world needs. There is 
danger that the gap between less developed countries and the West will widen 
rather than narrow. The instability of world commodity markets at times affects 
adversely their efforts to press forward with economic development. 

Western Europe no longer seems as vulnerable to American recessions as was 
once feared. But any significant decline in business activity in North America 
or Western Europe can have a more serious impact on the countries which export 
raw materials. And reduced demand in these areas can in turn cause difficulties 
for the exporters of industrial goods. Among the advanced industrial countries 
there occur at times foreign exchange crises which threaten world trade. 

Trade policy needs to be coordinated according to common principles among the 
nations of the Atlantic Community and in this connection the successful outcome 
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of current negotiations on the European Common Market versus Free Trade Area 
question is most desirable and important. 

The Communist bloc seeks by every possible means to use these difficulties 
to penetrate and subvert the free world. The Soviet Union offers to buy the 
surpluses of the raw material exporters or to provide capital and technical assist- 
ance for industrial development and thereby seeks to create excessive dependence 
on the Communist bloc which could lead to political control. On the other hand, 
both the Soviet Union and Communist China are increasing their exports or raw 
materials and manufactured goods, often in ways which disrupt free world 
markets. Action to counter the Soviet bloc’s trade and aid offensive is as vital 
for the Atlantic Community as its association in NATO to secure itself and its 
members against aggression by force. 

These difficulties threaten the well-being of the Atlantic Community and the 
basic individual freedoms and human values for which it stands. There is a 
grave danger that this Community, together with a few others, may become 
increasingly isolated in a rising sea of totalitarianism. In such an environment 
freedom would inevitably wither. 

While a great deal is being done to meet the economic problems of the free 
world, present policies are inadequate to ensure the vitality of freedom. New 
initiatives are urgently required. 


II. To be fully effective, new initiatives for economic progress in the free world 
must form a sustained comprehensive and coherent program of action. 
This action program must ensure not only increased capital, technology, 
and skills for economic development but also expansion and reasonable 
stability in world trade; it must be open to all the less-developed countries 
outside the Communist orbit as well as the industrial members of our 
community; it must strengthen the existing and successful economic 
agencies of the free world and also find a proper place for regional economic 
institutions. 


Comment 


When the Atlantic Community was confronted with the threatened collapse of 
the war-wracked European economy over a decade ago, it undertook a careful 
diagnosis of the problem, developed and put into effect a comprehensive action 
program designed to solve it, and established economic organizations with par- 
ticipation by all countries whose cooperation was essential to achieve European 
recovery and prosperity. Obviously the present problems of the free world 
economy are more intractible than those of post-war Europe and different rem- 
edies are required. Nevertheless, the same principles of careful diagnosis, sound 
prescription, and effective organization with appropriate participation by all the 
countries concerned are relevant. Incoherent improvisation in response to crises 
in widely scattered areas of the free world will be self-defeating. 

Policies designed to deal with today’s problems are inevitably inter-related 
and can be fully effective only if they are brought together in a coherent whole. 
Capital for economic development will be wasted unless education, health and 
managerial and technical skills are improved to ensure its efficient use. An 
increased flow of investment to the underdeveloped countries will not expand 
their rates of growth if its effects are cancelled by a decline in earnings from 
commodity exports. Overseas investment by Western Europe can be under- 
mined by exchange crises due to inadequate currency reserves. Investment, 
technical assistance, trade, finance, and commodity arrangements must mutually 
strengthen each other to achieve a prosperous free world. 

An effective action program must strengthen the existing international organ- 
izations, the International Bank and Fund, the General Agreement on Tariffs 
and Trade and the specialized agencies of the United Nations, enable them to 
deal more effectively with current economic problems and thereby make mem-. 
bership in them more attractive to all the free nations. An integrated program 
also requires closer co-operation among these organizations to make certain 
that their efforts to advance investment, technical assistance and trade will be 
-arried forward with mutual support. Likewise there must be close and effec- 
tive relations between these large organizations and regional economic bodies 
such as the OEEC, the European Common Market and any new agencies in the 
Middle East, Latin America, or elsewhere. Regional organizations will be 
useful only if they can expand trade and investment by closer and more 
effective co-operation among their members than is possible in the larger 
institutions. 


RT te RR 


ee 


| 





Pee mee a nen 





PRIVATE FOREIGN INVESTMENT 89 


III. NATO should not undertake to administer economic programs itself but 
it must contribute to the development of effective economic policy. 


Comment 


NATO is not an appropriate organization to undertake an action program for 
economic progress in the free world. In Europe it is important to include the 
broader membership of OEEC. In the free world other organizations including 
among their membership the less developed countries can carry forward eco- 
nomic programs with much greater effect. 

Nevertheless, as the principal political body for consultation between the in- 
dustrial countries of Western Europe and North America, NATO should em- 
phasize the importance of a policy of economic development. And when the 
countries concerned are all within the Atlantic community the solidarity be- 
tween the NATO countries should be taken into account and their efforts co- 
ordinated in seeking a solution of the economic difficulties of any of them. 


IV. The Atlantic countries should accept the principle that assistance for eco- 
nomic development and expansion of world trade are of equal importance 
with domestic welfare and national defense. When international eco- 
nomic programs require budget support, they should receive as high a 
priority as these other programs. 


Comment 


The present tendency in all national legislative bodies of the Atlantic Com- 
munity is to assign a higher priority to home consumption, domestic investment, 
government welfare services, and defense than to international economic pro- 
grams. Yet unless an action program comparable to the one outlined above is 
vigorously carried out, the vitality of freedom in the Atlantic Community may 
be threatened no matter how strong our military defenses and how prosperous 
our national economies. A higher priority for a smoothly functioning economy 
in the free world is essential not only in our own self-interest but for the peace 
and well-being of the entire world. 


EXPANSION OF INVESTMENT AND TECHNICAL ASSISTANCE FOR ECONOMIC 
DEVELOPMENT 


V. The flow of capital from the industrial countries of the Atlantic Community 
to the less developed areas of the free world must be substantially increased 
by an expansion of the resources available to the International Bank. All 
the countries of the Atlantic Community able to contribute should do so. 


Comment 


The International Bank has proved its effectiveness as an instrument to develop 
the economies of the free world. It has borrowed over $2 billion in the private 
capital markets of Europe and North America which is included in the $3,729,- 
000,000 loaned as of June 30, 1958, largely to less developed countries, Its Presi- 
dent and staff have great competence and experience. Moreover, the Bank is 
an international institution and enjoys the confidence of its member countries. 
It can achieve results which are not possible under programs of bilateral aid 
directly from a donor country to a recipient country. 

The United States has, since the days of the European Recovery Program 
(Marshall Plan), undertaken an extensive bilateral program of economic devel- 
opment aid now reaching 62 countries and being continued through the Export- 
Import Bank and Development Loan Fund; and extensive British and French 
aid largely to their dependent overseas territories, has continued during the same 
period. These are vital and should be continued and expanded. But investment 
opportunities open to international institutions like the World Bank should and 
will increase. 

As the Bank expands its lending activities in the years to come, it will need 
additional funds. Recent authoritative estimates of the amounts required to 
finance adequate development of the less developed countries total $25 billion. 
Moreover, it must broaden its sources of capital to include greater amounts of 
currencies other than the dollar. 

An expansion of the Bank’s resources requires first that its presently author- 
ized capital be made fully effective for lending purposes: those among the NATO 
countries which have not allowed the Bank to utilize the eighteen per cent of 
their subscriptions to the capital stock of the Bank which is payable in the cur- 
rencies of the respective members should, as far as their balance of payments 
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situation permits, allow the Bank to utilize them in full; and those among the 
NATO countries which have phased the use of this part of their subscriptions over 
a period of time should accelerate this time limit as much as possible. Then its 
authorized capital should be substantially increased, thereby strengthening and 
expanding the guarantees which stand behind the Bank’s obligations. 

Finally, consideration should be given to the establishment of a new Inter- 
national Development Association as an affiliate of the Bank. This Association 
should be given authority to make long-term loans repayable in local currencies. 
It should seek to ensure the productive investment of some part of the various 
local currencies available through the sale of agricultural surpluses from the 
United States and Canada. To be useful, however, it would require also a sub- 
stantial and continuing capital contribution in the currencies of the members of 
the Atlantic Community. Unless all those able to contribute do so, there is no 
chance that an International Development Association can be successfully 
established. 

But it must be emphasized that such an International Development Association 
is receiving more and more attention as a vital need in financing the economic 
growth of the underdeveloped areas. This project should receive high priority 
in the Atlantic Community. 


VI. Technical assistance programs should be strengthened and expanded as a 
prerequisite for more effective economic development. 


Comment 

There is general agreement that the less developed countries cannot make the 
best use of available capital unless they develop their managerial and technical 
skills. ‘They need technical help of all kinds—in education, health, government 
services and administration as well as science, industry and management. 
Many programs are already under way but they should be expanded and co- 
ordinated. 

The United States and other members of the Atlantic Community have under- 
taken extensive bilateral technical assistance programs which are of great value. 
These should be continued and expanded. Moreover, they should be more effec- 
tively co-ordinated to make more effective use of the diversity of trained person- 
nel with special experience in particular problems of economic development 
available throughout the Atlantic Community. The OEEC has already had 
some useful experience in dealing with this problem and its technical assistance 
work should be expanded. 

Also, the new Special Fund of the United Nations Technical Assistance Agency 
should receive support and specialized agencies, such as the World Health 
Organization and the Food and Agriculture Organization, should be enabled to 
do a more effective job. 


VII. The Atlantic countries should support regional authorities for economic 
development, especially President Hisenhower’s proposal for the Middle 
East, when the countries of a less developed region desire them and are 
prepared to contribute from their own resources whenever they are able. 
The International Bank and other United Nations agencies should pro- 
vide guidance and technical assistance to regional development authorities 
to insure that they are soundly organized and administered. 


Comment 


Last August 13, before the United Nations General Assembly, President Bisen- 
hower proposed that the countries of the Middle East consider the establishment 
of a regional development institution ‘‘whose task would be to accelerate progress 
in such fields as industry, agriculture, water supply, health and education, among 
others.’ According to his proposal, the new agency should both make loans 
and provide technical assistance for development projects; it should be governed 
by the Middle Eastern States themselves; and both the International Staff of 
the United Nations under the leadership of its Secretary General and the 
World Bank under the leadership of its President should consult with the 
Middle Eastern countries and provide assistance and technical facilities to 
establish the new institution on a progressive course. The President offered 
American support if the Middle Bastern countries should agree on the usefulness 
of such a soundly organized regional institution and be prepared to support it 
with their own resources. 

Regional institutions for economic development are already under way in 
other parts of the world. On September 24, the Foreign Ministers of the Ameri- 








PRIVATE FOREIGN. INVESTMENT 9} 


can Republics meeting in Washington approved “the establishment of an Inter- 
American economic development institution in which ali the American countries 
would participate.” A committee of the Inter-American Beonomic and Social 
Council is now drafting articles of agreement for this new agency. The Rome 
Treaty establishing the European Common Market provides for an Overseas 
Development Fund to promote economie development and technical progress in 
territories associated with the six countries, primarily in Africa. All six mem- 
bers of the Common Market will contribute $587,000,000 to the Fund to be 
expended over a five-year period, in addition to the national programs of France 
and Belgium. The Colombo Plan Organization provides for co-ordination of 
technical assistance and economic development in South Bast Asia. 

These regional development institutions must be adapted to different condi- 
tions in widely separated areas of the world. They will necessarily develop 
various characteristics in adapting to these differences. Nevertheless, three 
important points are generally applicable. First, regional institutions can be 
successful only if they receive the strong support of the countries of the region 
and are founded on firm agreement among these countries. Second, these 
institutions should contribute effectively to the economic development of the 
region in ways which go beyond the possibilities of nation-to-nation (bilateral) 
or global programs. Finally, there should be close and effective relations between 
the economic development agencies of the United Nations, especially the Inter- 
national Bank, and the regional development institutions to insure proper co- 
ordination and a high level of technical competence. 

The Atlantic countries should encourage regional development along these 
lines. Continued support by both Europe and North America for President 
Eisenhower's proposal for a Middle East Development Authority is particularly 
important. Also, organizational arrangements to allow the peoples to be bene- 
fitted a continuing voice in the administration of the Common Market Overseas 
Development Fund should be established in the near future, 


VIII. The Atlantic countrics should substantially increase the flow of private 
managerial and technical skills and capital to the less developed areas 
of the free world. To achieve this goal there must be additional incen- 
tives for private investment and greater use of the resources of the 
private economy under government contract to make available mana- 
gerial and technical skills. Especially, the Atlantie countries should 
consider a mutually agreed program to provide guarantees against the 
risks of overseas private investment. 


Comment 


Private investment abroad from the countries of the Atlantic Community has 
expanded substantially in recent years. Nevertheless, itis still too heavily con- 
centrated within the advanced industrial countries themselves, and to the extent 
that it goes to the less developed countries, the extractive industries, petroleum 
and mining notwithstanding recognizable generally beneficial economic effects, 
get much the largest share. There is a great need to increase private invest- 
ment in manufacturing, agriculture, trade and services and to distribute it more 
widely throughout the free world. 

Massive private investment is required far execeeding the amounts. now 
involved and in an order of magnitude to meet the 25,000,000,000 ‘referred to 
in Paragraph V above, which is an estimate of the capital needed to finance 
adequate economic growth in the underdeveloped areas of the free world. But 
massive private investment requires as a basis greatly enlarged public invest- 
ment which must come in large part from foreign economic aid by governments. 
Also, to obtain wide public participation in companies to engage in foreign private 
investment, it may be necessary to launch them with interim governmental loans. 
International financing agencies, regional government agencies, the donor coun- 
tries and the bene‘iciary countries all must have an active participation in’ the 
planning and carrying out of these projects. 

Investment along these lines might be increased by more effective programs 
in which governments shared the risks together with private enterprise. The 
Atlantic countries should consider a mutually agreed program for collective 
guarantees and explore it with the International Bank, the OEEC and other 
interested agencies. Also, there should be a greater effort to use the funds 
of government, international and regional development institutions for partial 
financing of private ventures. Moreover, tax policies should be reviewed to 
provide additional incentives for overseas investors. 
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Nevertheless, private capital will be reluctant to move abroad in greatly 
increased volume unless the less developed countries provide it with a hos- 
pitable climate and the political and legal foundations upon which it must 
rest. Agreements which will insure that governments abide by the letter and 
spirit of their arrangements with private investors should be encouraged. 

Even if these proposals are pressed with the utmost vigour, private investment 
is unlikely to move abroad in sufficient volume and in sufficiently diversified 
fields over the next few years. A way must be found to mobilize the managerial 
and technical skills of private industry more effectively and promptly. In the 
Atlantic countries these skills are largely concentrated in private enterprise 
rather than in governments. Governments cannot carry out the difficult task 
of economic development alone. They must tap the vast resources available 
within our countries by contracting with private firms or voluntary organiza- 
tions and educational institutions to provide for an industry or company in an 
underdeveloped area the full range of managerial and technical services required 
to make it a going concern. 


UX. The Atlantic cowntrics recognize the need for increased growth in the less 
developed areas within the Atlantic Community. The development of 
these areas can best be promoted by the freer flow of private investment 
supplemented by regional productivity programs and investment banks 
or funds to which the European countries would be the primary con- 
tributors as provided in the European Common Market Treaty and pro- 
posed for the wider European Free Trade Area under the OEEC. 


Comment 

Despite substantial progress since the war, certain countries and sections 
in Europe, notably those bordering on the Mediterranean, need to expand their 
rate of development. The European Productivity Agency has given special 
attention to the problems of these areas by providing technical training for 
their personnel and engaging in research to improve Mediterranean agriculture 
and water resources. The European Investment Bank established under the 
European Common Market will devote a major share of its resources to the 
development of Southern Italy. 

In the consideration of a Free Trade Area, the problems of the less developed 
members of the OEEC are receiving careful attention. Such considerations 
should include arrangements for conservation in the North Atlantic fishing 
grounds and for the effective integration of Iceland into European economy. 
It is urgent that the negotiations on these matters be brought to a successful 
conclusion. 

The question should be studied for common action—on both a bilateral and 
multilateral basis—to accelerate the rate of public and private investment 
in less developed areas within the Atlantic Community and to provide a fresh 
approach to the strengthening of the internal and external trade of these areas 
and of the Atlantic countries. 


FREER TRADE FOR THE FREE Wortp 


X. The GATT should call a new conference of its members to negotiate multi- 
lateral and reciprocal tariff concessions and to attack quotas and other 
trade barriers as soon as possible. NATO should consider the tariff 
policies now attributed to “national defense essentiality” in ways con- 
sistent with the security of the alliance. 


Comment 


The GATT has been a successful organization and has substantially reduced 
tariff barriers to trade since the war through a series of multilateral negotiations 
among its members. But there has been no important GATT conference on 
reciprocal tariffs for over five years. GATT should sponsor such a conference at 
the earliest opportunity. There are indications that the member countries of 
GATT have such a meeting under serious consideration. 

Before this can be done there must be agreement on the common tariff to be 
established by the six countries of the European Common Market. It will then 
be possible for these countries as a unit to bargain for mutual tariff concessions 
with their GATT partners. Consideration should be given to more flexible 
techniques of dealing with tariffs and quotas, for example, through concessions 
on agreed percentages in the average duties on categories of products with each 
partner free to select the individual products within the category. This is the 
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technique used in the Common Market transitional period and also applied by 
the OEEC in its trade liberalization program. The GATT should also be 
strengthened by more frequent meetings at the ministerial level. 

One of the major obstacles to effective negotiation on tariff concessions is the 
insistence on maintaining tariffs in certain industries because they are con- 
sidered essential to the national defense. The NATO Council should consider 
ways to minimize these needs in the light of new concepts for defense of the 
North Atlantic area. 

The objectives of the European Economic Community are to establish a cus- 
toms union and beyond that an economic union. The larger group of countries 
associated with the OEEC seek a more limited objective of continued close 
economic co-operation and further reduction of trade barriers. The task of recon- 
ciling these two different objectives is extremely difficult. 

Nevertheless it must be accomplished successfully in a manner which safe- 
guards the important objectives of the European Common Market and does not 
result in any unnecessary increase in discrimination by Europe in its trade 
with its overseas partners. All governments concerned with these problems 
are urged to make every effort to reach a satisfactory solution. 


XI. The resources of the International Monetary Fund should be substantially 
enlarged and the Fund should be given increased responsibilities to re- 
view the financial policies of its members. 


Comment 


International financial disasters have been narrowly averted several times 
since World War II (the last occasion being less than a year ago). The pres- 
ent system does not yet provide full confidence to permit sustained policies of 
investment for long-run growth or enduring commitments to further trade lib- 
eralization. Unused International Monetary Fund resources ($1.4 billion of 
gold and $1.1 billion of convertible currencies) are now too small for this pur- 
pose, and the emergency extension of lines of credit by the Export-Import Bank 
of the United States is too much of a makeshift to underpin a strong interna- 
tional structure. To see the potential magnitudes involved, it should be noted 
that in the first quarter of 1957 the non-dollar world was losing gold and dollar 
reserves at the rate of $3.1 billion a year; in the first quarter of 1958, they were 
gaining at the rate of $1.6 billion—a swing of $4.7 billion a year. 

The best remedy for this weakness is a substantial increase in IMF re- 
sources—perhaps by half their original scale. The IMF has made a major 
contribution to world financial stability in the last few years, and its administra- 
tion has greatly enhanced its standing. It is needed in its basic function of 
supplementing foreign exchange reserves by financing medium-term swings in 
the volume of member countries’ international transactions. The IMF has 
now matured sufficiently so that the additional resources could well be used on 
a more discretionary and less automatic basis than at present. Their use should 
be related to the adjustment of monetary and fiscal policies of the countries 
concerned: and the Board of Governors and the Executive Directors should 
become a more effective forum for mutual exchange of information and consulta- 
tion on monetary and financial policies. Also, countries with balance of payments 
problems due to commodity price fluctuations or trade policies of others can 
and should be able to have recourse to the Fund. 


COMMODITIES AND AGRICULTURE 


XII. The critical importance of international commodity trade to the less 
developed areas of the free world demands consideration, commodity by 
commodity, of measures to insure greater stability in the availability of 
foreign exchange for the exporting countries. 


Comment 


Sharp declines in international raw material prices have a strong adverse 
effect on the economic growth of the less-developed countries which depend 
heavily on these commodities for their earnings of foreign exchange. Moreover, 
rapid increases in the prices of these commodities have contributed, in the past, 
to domestic inflation in these countries, with almost equally unfortunate effects 
on economic development. Yet a direct effort to stabilize prices may be self- 
defeating because of increasing surpluses which overhand the market. While 
efforts to diversify the sources of national income are stimulated and imple- 
mented, the problem persists and notwithstanding development aid and invest- 
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ment commodity price fluctuations exert a powerful influence on the rate of 
industrial development and diversification, The problem is admittedly one of 
the most difficult in foreign economic policy. 

The efforts now under way to organize international commodity committees, 
including representatives of both importing and exporting countries should be 
continued for those commodities for which a serious problem exists. These 
committees should seek agreements on lawful programs of action acceptable to 
both importers and exporters. These programs may well vary with the com- 
modity concerned, since there,are many differences among them. There are, 
however, two suggestions deserving careful. consideration. . Export earnings 
might be given greater stability by a flexible system of loans advanced by an 
expanded IMF. And commodity price fluctuations might be held within reason- 
able limits over the year as they are now limited each day on the commodity 
exchanges. : 


XTIIL. The use of chronic agricultural surpluses for promoting economic develop- 
ment is constructive but consideration should be given to international 
action to deal with complaints of alleged disruption of export markets. 

Comment 


The United States has. made reasonably good use of its agricultural surpluses 
to promote economic development. The experience under Public Law 480 has 
already obtained important positive results. Nevertheless, other major ex- 
porters, notably Canada, are concerned that this surplus disposal program should 
not disrupt their markets. 

It should be possible to continue and expand the contribution of the program 
to economic development and at the same time make certain that every exporter 
is fairly treated by strengthening consultation among exporting countries. 


THE COMMUNIST CHALLENGE AND THE ATLANTIC RESPONSE 


XIV. The NATO countries should continuously seek ways to adjust free world 
economic programs to counter Communist economic warfare activities. 
Comment 

If the action program outlined above is vigorously implemented, opportunities 
for the Communist bloc to penetrate the free world through economic subversion 
will be greatly reduced. Nevertheless, Communist activities cannot be simply 
ignored. Economic development, trade and commodity programs must all be 
adjusted from time to time to counter the Communist economic warfare offensive. 

Prior consultation among NATO countries should consider these situations and 
the necessary action in the appropriate forum in agreement with the other 
interested members of the organization. 

Senator Javrrs. It will be found that we are looking into the ques- 
tion of a guaranty of overseas private investment collectively offered 
by the powers associated in the Organization for European Economic 
Cooperation (OEEC) which is the economic affiliate of NATO, as the 
committee knows. The theory of that would be to stimulate investment 
from countries other than the United States and the German Federal 
Republic, both of which have guaranty scheemes, by sponsoring a col- 
lective form of guaranty so that investment may be stimulated from 
the other NATO countries which represent important industrial 
powers in the world. 

Now, we have also one other suggestion which came out of this 
Paris NATO parliamentarian meeting about which I would like to ap- 
prise the committee. That is the suggestion that NATO consider, as an 
element of its struggle against Communist aggression, not only military 
aggression but economic aggression, and that, of course, is a major topic 
before this committee, because the Soviet Union has inaugurated what 
is in practical effect economic war. Khrushchev has not only declared 
economic war on the United States, primarily, and on the whole free 
world, but they have also begun to practice it. For example, what is in 
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effect the dumping of flax, tin, and very recently benzine represents an 
effort by striking at a particularly vulnerable point the great world 
markets. This is also the intention of the bilateral agreements, with 
such countries as Egypt and Argentina, in which the Soviet Union 
agrees to take products which they can’t sell otherwise in the world just 
for the purpose of bedeviling and. frustrating the non-Communist 
world. 

Now, it seemed to us in Paris that this kind of economic warfare is 
just as lethal on the free world as would be an aggression against any 
country in NATO. 

Therefore, though NATO is not primarily an economic organiza- 
tion it should properly give consideration to some collective means 
for dealing with this kind of economic warfare. 

Again I point out, Mr. Chairman, that we are in an area where the 
United States ought to have, and needs partners, and perhaps, this. is 
the most significant turn we have taken in our foreign economic policy 
in the last few years, a turn toward partnerships with other nations 
in the ways I have just deseribed. 

Finally, Mr. Chairman, I would like to call the ecommittee’s atten- 
tion to the need for dealing with a very vital problem of commodity 
price swings in the world which can eliminate in an afternoon all of 
the foreign aid and all of the overseas private. investment. which we 
have given here. 

There, too, I think national partnerships are vital and L.am happy 
to say that my own committee is now directing the attention of all 
the NATO powers to the need for some collective effort. to.deal with 
commodity price level stabilization. 

A very helpful initiative in that regard is the imerease in resources 
of the International Monetary Fund which could therefore effectively 
help nations which have a 1 commodity or at the most, 2.or 3.com- 
aati economic system, to surmount a temporary slump in commodity 
prices without having to sell in order to eat. 

This is a very, very important thing and also bears very heavily 
upon our question of overseas private, investment which, looks very 
importantly to the stability of the individual country in. which the 
investment takes place, 

Now, finally, Mr. Chairman, no analysis of overseas private invest- 
ment would be complete without a, reference. to technical assistance 
of which the private sector of our economy is tremendously capable. 
The Chair will, I hope, cause the committee to consult. the hearings 
before my subcommittee in 1953 and 1954, which showed that private 
technical assistance from American corporations and business firms 
and from voluntary organizations, including religious missions, even 
at that time, 5 years ago, was double in value the output of the 
United States itself as a government in the technical assistance field, 
aggregating about a quarter of a billion dollars a year as against a 
fairly stable Federal expenditure of $125 to $135 million a year. 

Mr. Chairman, if you do nothing else, if I may be so bold as to urge 
my old colleagues, I do hope that you will get clearly again from the 
record the dimensions of the technical assistance actually afforded now 
by the American private economic system, including the voluntary 
organizations, 

I think you will be surprised, and so will the country, at the size of 
that effort. 
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Also, the committee should carefully consider the acceleration of 
that effort. Now, I make two suggestions in that regard, and then 
I shall conclude, Mr. Chairman, with thanks for your patience. 

The first suggestion: There is a proposal for a private organization 
which will give technical assistance out of the resources of the private 
economic system. If the proposal has not yet come to the attention 
of the committee, I hope and pray it will come to their attention. 

If you want it from me, you are welcome to it. It is a proposal 
for an American technical corporate assistance program offered by 
David C. Fulton, Menlo Park, Calif. Mr. Fulton suggests that 
American business extend to the American Government the aid of 
middle-level technicians, their employees, continuing to pay their 
salaries, but lending them to the United States Government for 
specific technical tasks for a period of 18 months to 2 years in order 
to tremendously accelerate the rate of our technical assistance program 
which is presently impeded by the inability to get the right kind of 
technicians to take Government jobs. This presumes that American 
industry will respond to the patriotism inherent in this challenge and, 
Mr. Chairman, I am confident it will. In my opinion it may take a 
White House conference to marshal the American private economic 
system for this kind of effort. I should see no reason why this com- 
mittee should not be perfectly willing to recommend that that be done 
in order to signalize in a dramatic way the impact which the private 
economic system can have upon our foreign policy helpfully, 
constructively. 

So I commend the study of this plan which is based upon a board 
of directors composed of corporation executives and the heads of 
voluntary organizations, with a representation out of Government, 
and is premised upon the fact that private industry will be willing 
to contribute to American foreign policy in this way. 

Now, I emphasize that the wages and salaries paid to these people 
will continue to be tax deductible. That is the only concession which 
Government will make reaily. Other than that they will be loaned 
to the Government for a stated period of time for specific tasks for 
overseas development. 

It is a way to get better personnel than we are able to recruit, with 
the greatest deference and respect to the wonderful human beings 
who are in the technical assistance program now. : 

They themselves will say, the best of them, that they will need 
help, they need help from industry where this kind of talent is now 
helpfully concentrated. 

_Mr. Chairman, I strongly urge that the committee consider that 
kind of new initiative because the committee is looking for new ideas. 
This is one of the most striking proposals which has come to my 
attention. 

The other thing which I recommend to the committee is a look at 

the system of education for people who propose to work overseas, 
both for Government and for the private economy. 
_ I think we are very remiss in training people for those tasks, train- 
ing them in language, training them in the history and culture and 
philosophy of the peoples to whom they will be in a sense the finer 
kind of American ambassadors. 

Now, we have an opportunity to do that through the new Education 
Act which we passed just this year because that gives us a certain 
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say in who shall get Federal help for higher and technical education. 

I know of no higher and technical education, Mr. Chairman, in- 
cluding missiles and rocketry, which is more important, certainly as 
important, but which is more important, than training this kind of 
economic ambassador abroad. 

So I would strongly urge the committee to have a look at that. I 
can tell you from my own experience which goes back in this particular 
matter to 1941 when I undertook the training of young people like this, 
myself, out of my own resources. 

But this represents a major deficiency in our educational system 
and a major deficiency in our total preparation for this grim and 
terrific struggle in which we are locked with the Communist bloc. 

Thank you, Mr. Chairman. 

Mr. Boees. Thank you very much, Senator, for a very fine state- 
ment. 


Mr. Byrnes? 
Mr. Byrnes. No oe Mr. Chairman. 
Mr. Booes. Mr. Machrowicz? 


Mr. Macrowicz. I have no questions. 

Mr. Boaes. Senator, there is one matter which we would like you 
to give some thought to. Yesterday when the Government witnesses 
appeared, Secretary Kearns gave us data on the areas where most of 
our investment is going. As you know, most of it is in Latin America, 
Europe, and Canada. - Very little of it is in the so-called underde- 
veloped areas. 

Of course, the underdeveloped areas is where it is definitely needed. 
Have you given any particular thought as to how we might oe 
such investment in those areas of the world? India is a good example. 

Senator Javits. Yes. I would like to recapitulate some of the 
recommendations I have made, specifically directed toward some of 
those areas. 

First and very importantly, the basis of public investment in 
those areas as a prelude to private investment is supremely important. 
Hence I urge the need for increasing the Development Loan Fund, for 
increasing the resources of the International Bank, and the Inter- 
national Monetary Fund and for these partnerships with other coun- 
tries as we did in India, which I think is a splendid initiative. 

Secondly, if you are going to give tax concessions to overseas private 
investment, see if you can, b some technique of selectivity, encourage 
particularly investments in th particular areas. 

That is what I mean when I say if you are going to give tax con- 
cessions it ought to be on the basis of selectivity and the contribution 
to American and free-world foreign policy. 

Third and, I think of equal importance, be sure that the State 
Department has done its full job in terms of negotiating the basis on 
which you can move into these areas and the various types of treaty, 
including tax treaties, and, finally, and again I think very important 
in terms of these particular areas, the guaranty of private investment 
should be as inclusive as possible and I think that the Under Secretary 
of State recommended extending the guaranty to include civil commo- 
tion and other hazards other than war, inconvertibility and 
expropriation. 

That composite of ideas, plus, very importantly, the marked accel- 
eration to technical assistance, which again is the necessary basis for 
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private investment which I describe as coming possibly, which is pos- 
sible as a capability, out of the private economic system, all of those 
things together I think could give us a pinpointing of investment in 
the less developed areas, private investment, which we have not yet 
had today. 

I also point out, Mr. Chairman, that the current consideration of an 
international development association to do something in the field of 
soft currency loans is very important there, as is the acceleration of the 
efforts of the International Finance Corporation, because those repre- 
sent partnership ventures with an international agency which pro- 
duces an element of confidence in the businessman. 

He likes to be in business in an area which might strike him as being 
a little uncertain for political or other reasons, with an international] 
agency. 

Now, all of those together, Mr. Chairman, I believe, represent the 
kind of program which would stimulate the overseas private invest- 
ment, particularly directed toward the areas which the chairman has 
properly mentioned. 

Mr. Boees. In your travels, and I know you have traveled a great 
deal, plus the very extensive hearings which you have held, have you 
come across a complaint that many of our programs in the countries, 
involve building superhighways and public works, some of which may 
or may not be needed, and too little attention has been given to certain 
fundamental pursuits like improving agriculture and food processing, 
and so on. 

Senator Javirs. Mr. Chairman, I have come across those complaints 
and I have found in some cases they were valid, but I think that espe- 
cially for us as Congressmen who can get a little myopia when we get 
very critical, I think we should be very proud of our program on the 
whole, and I would like to say why. 

Surely you have roads and bridges and hydroelectric projects which 
it is easy to make fun of, but, as a matter of fact, your canner will tell 
you he cannot establish a cannery without them, that he would not 
even think about them unless he had a road, unless he had electric 
power, and unless he could get across a river he would not dream of 
establishing a peanut factory for anything. 

So I think that we are suffering from doing the sound thing, whereas 
in Afghanistan, the Russians were paving the streets of Kabul we 
were helping a hydroelectric project. 

Now, we have a lot of deficiencies, Mr. Chairman, among them the 
failure to tell our story as eloquently as we sell cold cream and tooth- 
paste, but one of our deficiencies is not a lack of sincerity, we are 
honest with the world. 

If honesty is the best policy, Mr. Chairman, notwithstanding our 
many deficiencies, we ought to win. 

Finally, on the agricultural side, we are not neglecting that in the 
main. Again, many deficiencies, for example, too few technicians, 
which is one of the things we have been talking about, but I think a 
study of the situation in India will show that the great Indian village 
development scheme which is now reaching, if my memory serves me 
correctly, over 100 million people of India is, in my opinion, one of 
the main factors why India remains free. I have personally traveled 
makeshift roads established under this program with American bull- 
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dozers to towns off the main road, villages rather, which have never 
had access to a road in all their history, with the tremendous revolu- 
tion that that introduces. 

It would not have been possible without American aid in,terms of 
machinery, in terms of schools established, to train those who actually 
operate the village development schemes, and soon. 

So I think, Mr. Chairman, personally, it is true that you will find 
many eases in which we have done foolish things, in. which we have 
wasted money, in which we have put a bridge without a finish at one 
end, in which we have put a i gharhy that does not connect to any- 
thing, and so on. 

Put in the main, the fundamentals of the program have been sincere 
and basically sound and properly cannmereee the basis for the real 
development of these people in terms as we see them and that our defi- 
ciencies are not in our lack of sincerity and integrity in terms of our 
programs but, rather, in terms of not marshaling all-out. assets, to. wit, 
the private economic system and not doing the job that we ought to 
be doing in terms of explaining ourselves to the people of these coun- 
tries and to the people of the world. 

Mr. Bogas. Some time ago one of the public opinion institutes, I 
have forgotten which one it was, conducted a survey around the free 
world. One of the questions asked was which nation was held in the 
highest esteem. 

We seem to have rated about last. What accounts for that? 

Senator Javirs. Mr. Chairman, I would not wish to quarrel with 
the chairman’s conclusions, but I think I know the survey to which 
the chairman referred, and my recollections of the survey are that 
we stood pretty well. 

Surprisingly, even in India, we stood pretty well. 

Mr. Chairman, perhaps we are talking about different surveys. If 
my memory serves me correctly, the one to which I refer was an inter- 
national survey published in the New York Herald Tribune. 

If the chairman would like, I would submit it for the record. 

Mr. Boggs. I would like to have it. 

Senator Javirs. Naturally, the chairman is not only my colleague, 
but my friend, and I would not want to quarrel with the chairman’s 
conclusions. 

Mr. Boges. That is perfectly all right. I would prefer to be wrong. 

Senator Javits. I do believe this, that first we are seeking freedom, 
and second, respect, rather than popularity. I think popularity con- 
tests the totalitarians are somewhat better at than we are. 

But I think, more importantly than that, what we are seeking is 
time in order to show that our sincerity and our integrity will prove up. 

In other words, Kabul will get a lot more satisfaction out of electric 
power than they will out of the fact that a few streets were paved 
which they can z themselves. 

Really, in going into these things as I have been going into them, 
and others have been before this committee, and as the chairman him- 
self has, we are trying to see that we do have the time by marshaling 
such of our resources as will give us the necessary time to prove up 
what we are doing. 

So I would like to submit this survey to which I refer the chairman 
because I think the chairman will find it very interesting and very 
important. 
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(The information referred to follows :) 
{New York Herald Tribune, May 22, 1958] 


UNITED STATES PRESTIGE DECLINES, GALLUP POLL DISCLOSES 


PRINCETON, N. J., May 21.—Recent outbursts of anti-Americanism occurred 
against a backdrop of falling United States prestige in major cities of the 
Western and neutral bloc nations. 

Surveys by the world Gallup poll on the eve of the trouble in South America, 
Africa, and the Near East show this pattern of opinion, around the world: 

1, In nearly all of the 11 world opinion centers in the international poll, a 
significant number of persons said their respect for the United States had 
decreased recently. 

2. In several of the centers, however—notably New Delhi—this lessening 
respect is offset somewhat by large proportions who say their opinion of the 
United States has gone up recently. 

3. Some of the most vehement criticism of the United States was recorded in 
Paris where, just before the outbreak of the current trouble, the anti-United 
States sentiment outnumbered the pro-United States sentiment by 11-to-1. 

The chief reason for the downturn in sentiment in the French capital was 
what was felt to be the favorable attitude of the American Government toward 
the Algerian Nationalists. 

4. Generally speaking, persons in the various cities who said their opinion 
of the United States had gone down recently attributed their change in view 
to some phase of our handling of international affairs—such as our approach to 
summit conferences or reaction to nuclear disarmament. 

Very little criticism was directed at our economic situation and its possible 
effects on other countries. The United States was praised, on the other hand, 
for its foreign-aid policy. 

5. In all of the 11 world opinion centers, there is a considerable number— 
ranging from 8 out of 10 in Stockholm to 1 in 5 in Athens—who say their 
opinion of the United States has not changed recently. 

Interviewers for the affiliated world Gallup polls asked this question of 
typical citizens in 11 major cities of the world—8 of them in NATO countries: 

“Has your opinion of the United States gone up or down lately? 

The views in each center (percentages) : 








| | 
Down Up | Same No opinion 

| 
Oslo... 38 | 11 | 37 | 14 
Pn ks. boson hoses sw i eels 33 | 3 | 55 | 9 
A li a a weer ai 33 7 41 19 
Helsinki --_-- 32 | 9 39 20 
INDE ction tis neat des roe 30 22 45 3 
erie = Seer emeabrntah fs ; 29 11 21 39 
PO etek tk oa ch lie tactb Mb Acne ddednbe 25 2 | 22 25 
ES, mien, meneens- am aaa SD smnaaherte 22 | 18 45 | 15 
Pc PRS Es a La aan 20 | 11 | 56 | 13 
Copenhagen -....-.------- shpebebd-rbs- <5 apspsyseese ce 17 | 7 32 44 
Stockholm - ----- : os Sawai 8 | 2 11 





The consensus in the eight NATO centers, based on an average of the results, 
is as follows: 


Percent 
Cs esse aie Jaa bl 82 3 id. tu eed. 11 
alii i Cth atid late tried edna anid ow gape eben tenet 28 
I it cn ere eek il 41 
Te caer omaha Sn oage ail we em St nie ae 20 


It should be explained that the question asked only if one’s opinion had gone 
up or down and not what their general opinion of the United States was. 


I think also we are in the process right now, given the necessary 
time element, of building those very elements of strength which are 
so important to us. 
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When I was in India I sat in the Loksabha, which is the lower 
house of the India Legislature, while Nehru tried to take the edge 
off the outrage which was felt there about the Hungarian revolution 
and the suppression of the Hungarian people. 

He did not do a very good job. It is one of the few times, I under- 
stand, when the Loksabha was deeply outraged and, indeed, they 
acted, if you recall, notwithstanding the efforts of the Prime Minister 
to dampen the fires. 

I think every once in a while the Soviets will demonstrate where 
their slip is showing. That is when we can make the most pay and 
do the most good. 

I think our situation here is under a great time pressure from the 
Russians. They know it as well as we do. 

So in order to give ourselves the necessary amplitude to prove u 
the validity of what we are doing, and I think in the main it is valid, 
we have to accelerate our efforts without the strain on the govern- 
mental machinery which I think is the whole basis for the presenta- 
tion before this committee. 

Mr. Boees. Of course, the progress toward democracy in some of 
those areas appears to have been halted recently to say the least, 
Pakistan, Burma, Thailand, all of which have had parliamentary 
types of governments, now have military dictatorships. 

Senator Javits. That is pretty trying stuff, but you must realize, 
Mr. Chairman, that there are two factors in that. One is the fact 
that these are democratic systems newly won, heavily based on a popu- 
lation which is not acquainted with the ways of freedom and how 
to practice it. 

Second, that we are under the constant pressure of the Soviet Union, 
which is constantly dangling before their eyes another kind of totali- 
tarian system. 

So, there, again, we need time in order to prove up the validity of 
our own situation. It is a fact that there is a burgeoning world 
opinion which requires even military dictators to watch their steps in 
terms of restoring constitutional government and having elections and 
so on at the earliest time. 

This is a world in terrible ferment, Mr. Chairman, and I am not 
here to describe to you ways in which we can fix it all up, but I am 
here to describe the dynamic means for getting on with the job which 
is, after all, the problem faced by all our people. 

Mr. Bocas. TI have one other question, Senator. 

You are being very, very helpful to the committee. I am personally 
very much interested in the mutual-security program and in your 
amendment. I have had some talks with Mr. Ralph Straus in the 
State Department about it. When are they supposed to come up with 
concrete recommendations ? 

Senator Javits. I believe that implicit in the amendment was the 
fact that they will come up with them well in advance of our pro- 
ceedings on the Mutual Security Act this year so that we might in- 
corporate in our Mutual Security Act legislation this year, if that 
is dictated, some of their ideas. I would say then as a guess, early 
this spring. 

Mr. Boges. I know that you realize the vital importance of this 
area otherwise you would not be here. 
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Senator Javits. That is right. 

Mr. Boces. Yet on yesterday we had seven departments of Goy- 
ernment and none of them was yet prepared to make any specific 
recommendations. 

Senator Javrrs. Mr. Chairman, you and I shall be partners in beat- 
ing them over the head as we have done before. 

Mr. Boces. Thank you very much. 

Senator Javrrs. Thank you, Mr. Chairman. I thank my colleagues. 

Mr. Boges. Our next witness this morning is Mr. Thomas D. Cabot. 
Mr. Cabot appears in behalf of the Research and Policy Committee 
of the Committee for Economic Development. 

Weare happy to have you here, Mr. Cabot. 


STATEMENT OF THOMAS D. CABOT, ON BEHALF OF RESEARCH AND 
POLICY COMMITTEE OF THE COMMITTEE FOR ECONOMIC DE- 
VELOPMENT; PRESIDENT, GODFREY L. CABOT, INC. 


Mr. Capor. Thank you, Mr. Chairman. 

Mr. Boces. We remember your helpful testimony last year on the 
trade-agreements legislation. 

Mr. Canor. Mr. Chairman and members of the Subcommittee on 
Foreign Trade Policy, my name is Thomas D. Cabot. I am president 
of Godfrey L. Cabot, Inc., a manufacturer of carbon black, an impor 
tant commodity in the manufacture of tires and printing ink. 

My company has investments abroad and I shall be prepared in 
the questioning period to answer questions about its experiences. 

I am appearing today on behalf of the Research and Policy Com- 
mittee of the Committee for Economie Development, of which I am 
a member. TI also serve as chairman of that body’s Subcommittee on 
International Economic Policy. 

My testimony is based primarily on a statement, Economie Develop- 
ment Abroad and the role of American Foreign Investment, adopted 
by CED’s Research and Policy Committee in February 1956, after 
long study. 

It is also based in part upon a later statement, adopted in April 
"957, entitled “Economic Development Assistance.” I have made 
copies of these two statements available to the committee. 

Mr. Bocas. Wé will include those statements in the record at this 
point. 

Mr. Canor. Thank you, Mr. Chairman. 

(The material referred to follows :) 
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members of the Research and Policy Committee of the Com- 

mittee for Economic Development and of the members of 
the Subcommittee responsible for drafting it. The recommendations 
presented herein are not necessarily endorsed by the Trustees of the 
Committee for Economic Development, other than the members of 
the Research and Policy Committee and the responsible Subcom- 
mittee, or by the advisers, contributors, staff members or others asso- 
ciated with the Committee for Economic Development. 


[= STATEMENT on National Policy represents the views of the 


The Trustees of the Committee for Economic Development estab- 
lished the Research and Policy Committee “to initiate studies into 
the principles of business policy and of public policy which will 
foster the full contribution by industry and commerce to the attain- 
ment and maintenance of high and, secure standards of living for 
people in all walks of life through maximum employment and high 
productivity in the domestic economy.” (From CED By-Laws). The 
Research and Policy Committee is selected from the membership 
of the CED Board of Trustees. 


Statements on National Policy are issued from time to time by the 
Research and Policy Committee. These statements are offered as an 
aid to clearer understanding of steps to be taken in reaching and 
maintaining high levels of productive employment and a steadily 
rising standard of living. The Committee is not attempting to pass 
on any pending specific legislative proposals; its purpose is to urge 
careful consideration of the objectives set forth in the statement 
and of the best means of accomplishing those objectives. 


Each Statement is the result of discussions between the members 
of the Research and Policy Committee, the members of the Research 
Advisory Board, the CED research staff and advisers chosen for 
their competence in the field being considered. The Committee draws 
on research studies and other research materials prepared for the 
Research and Policy Committee as background for its deliberations. 
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Economic Development Abroad 


and the 
Role of Amerwan Foreagn Investment 


MERICANS have traditionally a sympa- 
A thetic concern for the economic progress 
of countries less fortunate economical- 
ly than our own. Today the development of 
economically underdeveloped countries has be- 
come a major national concern and an impor- 
tant aim of American foreign policy. It is now 
widely believed that the political, economic and 
security interests of the United States, as well 
as of the underdeveloped countries themselves, 
will be served if living standards in economic- 
ally underdeveloped countries are raised, and 
that this fact justifies using American money 
and manpower to accelerate the process. 


The reasons for our growing interest in eco- 
nomic development are complex. What are the 
national interests which accelerated economic 
development is supposed to serve? How does 
accelerated economic development serve them? 
What are the major obstacles to increasing the 


rate of economic growth in the underdeveloped 
areas of Asia, Africa and Latin America? 
What role should American foreign investment 
play in overcoming these obstacles? 


This policy statement deals with these ques- 
tions in general terms. The “underdeveloped 
countries” with which this statement is con- 
cerned are the independent, non-communist 
countries of Asia, the Middle East, Latin Amer- 
ica and Africa.’ Generalizations about such 
vast and diverse areas cannot, of course, be 
wholly true of any country. Yet some general- 
izations are both necessary and worth while. 
For the underdeveloped countries as a group 
are a growing concern of the United States — 
a concern which must be seen as a whole if it is 


to be understood. 


1 Not including Japan ard the Union of South Africa, which 
by comparison with the others are economically developed 
countries. 
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PARTI 


THE IMPORTANCE OF THE UNDERDEVELOPED COUNTRIES 


TO THE UNITED STATES 


[ — VERY RECENTLY there were’ few! 


Americans who believed that the course 
of events in the vast and economically back- 
ward areas of Asia, Africa, and Latin America 
mattered very much to the security and well- 
being of the United States. Today we attach a 
great deal of importance to developments in 
these parts of the world. 


The rise of communism 1s a military and 
political threat to western civilization imme- 
diately presents itself as a major reason for 
this new attitude. Certainly it is an important 
reason. If communism is able to organize the 
manpower and resources of any large number 
of the now independent underdeveloped coun- 
tries, the effect on western security, confidence 
and political cohesion will be serious. 


But there is much more than communism in 
the new importance of events in the underde- 
veloped world. The underdeveloped: countries 
are going through a profound internal trans- 
formation. The ancient civilizations of Asia 
and the Middle East, once dynamic and crea- 
tive but long asleep, are stirring with new life 
and hope. Once largely passive pawns in world 
politics, these countries have become active 
forces playing important and independent 
roles. They have put themselves on the political 
map of the world and their importance will 
grow whether the communist threat waxes or 
wanes. 


The underdeveloped countries contain half 


the world’s population and embrace more than 
half the world’s land area. They include an 
immense variety of peoples and cultures. Every 
race and religion is represented in the under- 
developed world. Yet, with all their diversity, 
these countries have shared a common histori- 
cal experience and they are reacting to that 
experience in certain fundamentally similar 
ways. 


They have shared the common experience 
of the impact of western economic and political 
penetration and western ideas. They are in- 
creasingly disturbed by the material weakness- 
es of their old societies in contrast to the wealth, 
power and dynamism of the West. And they 
have awakened to a realization that there is an 
alternative to traditional poverty and weak- 
ness — that they can, within limits, remake their 
way of life to achieve greater material benefits 
for their peoples and greater power for their 
nations. 


This awakening might not have happened 
without the impact of a dynamic external force. 
The old societies of the underdeveloped world 
were stagnant but they were also stable and 
cohesive. Change only became possible as the 
impact of a dynamic western civilization began 
to dissolve the traditional stabilities and sol- 
idarities of the old ways of life. 


The impact of the West has been greater in 
some countries than in others, greater in Latin 
America and parts of Asia than in much of 
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Africa, where transformation is only begin- 
ning. But everywhere the impact of the West has 
evoked in some degree two kinds of responses: 


First, in increasing numbers the peoples of 
the underdeveloped countries are becoming 
conscious of themselves as nations. Their new 
nationalism is first and foremost a demand for 
political and economic independence, an ex- 
pression of resentments built up in people sub- 
ordinated for years to the aims and interests of 
European powers. At the same time, it is na- 
tionalism in the more conventional, western 
sense of the word: collective pride in themselves 
as historical peoples with their own traditions 
and cultures. 


Second, there is a growing sense of urgency 
to catch up with the material power of the West. 
While western political aims are often suspect, 
western technology is generally admired. Ris- 
ing leaders in the underdeveloped countries are 
often eager to imitate the technology that made 
the West powerful and prosperous. And they 
are in a hurry. They want to force the pace of 
development in order to meet popular demands 
for economic betterment, to relieve growing 
population pressure, and to satisfy their own 
ambitions for national power. They would tel- 
escope into a few decades economic progress 
that took generations in the West. 


So far there is no clear indication of what 
kinds of societies will ultimately emerge from 
this ferment of change. Among the masses of 
the people the awakening process has barely 
begun. Old habits and attitudes towards life 
and work still resist change and the aims and 
ideals of the leaders are still in transition. 


But whatever comes this historic transforma- 


tion and its uncertain outcome raise serious 
problems for the United States and: for our 
major allies. 


In the short run there is all too good a possi- 
bility that more than one underdeveloped coun- 
try will embrace communism in the hope of 
finding a short-cut through the difficulties and 
frustrations of modernizing a backward so- 
ciety. While communism cannot hope to gain 
its ends in the underdeveloped world by overt 
military aggression without bringing on World 
War III, it can hope to triumph by political 
means if its false promises and panaceas are 
believed by enough people. The power of com- 
munism in underdeveloped countries is amply 
illustrated by the fact that local communists 
were able to gain control from within in two 
such different and widely separated countries 
as China and Guatemala. 


Also in the short run there is danger that 
change in the underdeveloped world will dam- 
age western economic interests. Our major al- 
lies, especially the industrial nations of West- 
ern Europe and Japan, are heavily dependent 
for their economic growth and health on ex- 
panding trade with Asia, Africa and Latin 
America. The development of underdeveloped 
areas could provide a new economic frontier 
for western and Japanese industry. But there 
is danger that political instability and economic 
nationalism in underdeveloped countries will 
contract these trade channels at a time when it 
is important for the strength and the health of 
the western community and the underdeveloped 
world that they expand. 


In the long run the outcome of the trans- 
formation now going on in the underdeveloped 
world could go far to determine the political 
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shape of the world. The underdeveloped coun- 
tries may in time evolve free and democratic 
institutions which express the spirit of freedom 
and toleration at home and a willingness to 
cooperate abroad with other countries in the 
maintenance of world peace. Or, in an attempt 
to solve their growing problems, they may turn 
to totalitarian rule at home and aggression 
abroad. At the very least the climate in which 
western democracy will have to live and grow 
will be greatly affected by the kinds of societies 
that finally do emerge in the underdeveloped 


world. 


Finding ways to help the peoples of the un- 
derdeveloped world to build successful nations 
with which the West can live in security and 
peace is one of the most difficult challenges our 
country has ever faced. We are dealing now 
with sovereign nations, many of which are sus- 
picious of the West. If the United States is to 
wield influence in this wide area, we must 
first find a basis of voluntary cooperation be- 
tween ourselves and the peoples of Asia, Africa 
and Latin America. A promising basis, indeed 
sometimes the only one, is a common concern 
with their economic development. 
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ECONOMIC DEVELOPMENT AND AMERICAN INTERESTS 


CCELERATED ECONOMIC DEVELOPMENT has 

become a major objective in the under- 
developed countries. The new leaders there 
want more development than they are now get- 
ting; they need more rapid growth in agricul- 
ture and industry to meet the rising claims 
and aspirations of their peoples. 


But why is accelerated economic develop- 
ment abroad in our interest, too? 


Many Americans, moved by the sight of so 
much poverty and misery in the underdevel- 
oped world, believe we should aid development 
there for humanitarian reasons. But humanitar- 
ian considerations alone are not an adequate 
basis for foreign policy. They play a part in 
helping makers of foreign policy to take a broad 
view of our interests in the underdeveloped 
world. But the United States is concerned with 
development there primarily because impor- 
tant national interests are involved. 


Encouragement of economic development 
has come to occupy a high place on the agenda 
of American foreign policy because accelerated 
development appears to be necessary for the 
achievement of specific American interests. If 
communist tyranny is to be rejected by the 
underdeveloped countries, a considerable de- 
velopment of their economic resources is nec- 
essary. If trade between the industrial nations 
of the free world and the underdeveloped coun- 
tries is to expand more rapidly, it is necessary 
that the rate of economic growth in the under- 
developed world increase. And if in the long 


run democracy is to take root in the underde- 
veloped world, it is necessary that the rising 
economic claims of the peoples in these coun- 
tries be more adequately met. 


History shows that accelerated economic de- 
velopment is not by itself a sufficient condition 
for stability, peace and democracy. The rapid 
economic modernization of Japan and Soviet 
Russia did not prevent results that were repug- 
nant to democratic values and aggressively hos- 
tile to American interests. 


But there are reasons for believing that ac- 
celerated economic development is one neces- 
sary pre-condition for the things we hope to 
see happen in much of the underdeveloped 
world. Witness first the relationship between 
economic development and the threat of com- 
munism in underdeveloped countries. 


Economic Development 
and the Threat of Communism 


In several countries of Southeast Asia,’ the 
region of the free world most threatened by 
communist subversion, the number one prob- 
lem is rural overpopulation and agrarian un- 
rest. Fifty or sixty years ago, when the popu- 
lation of Southeast Asia was only about half 
what it is now, there was land enough to go 
around and the population grew slowly, if at 
all. Birth rates were high, but death rates were 


‘Southeast Asia is defined in this policy statement to include 
Pakistan, India, Ceylon, Burma, Thailand, Laos, Cambodia, 
South Vietnam, Indonesia and the Philippines. 
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also high—kept so by disease, periodic famine 
and war. Western penetration upset this pop- 
ulation balance, Birth rates have remained 
high, but the death rate has been declining 
steadily. Western history suggests that eco- 
nomic development and urbanization may lead 
in time to lower birth rates. But for the fore- 
seeable future, acute population pressure is 
in prospect for India, Indonesia and Ceylon 
and growing pressure for Pakistan and some 
other parts of the region. 


In the countries worst affected, population 
has grown more rapidly than the food supply 
with a consequent decline in rural living stand- 
ards.’ The pressure of population has steadily 
reduced the size of the individual peasant’s 
holding. Oppressive debt has become the lot 
of millions. Millions more have been forced 
into tenancy or into the status of landless farm 
labor. Tenancy and landless farm labor were 
rare in Southeast Asia fifty years ago. 


The peasant of Southeast Asia does not yet 
have the large and rapidly expanding econom- 
ic wants sometimes attributed to him by west- 
erners. But he does want economic independ- 
ence and land enough to keep his family 
above a bare subsistence level. He has been 
losing both throughout much of India, Indo- 
nesia, Pakistan and Ceylon, and his rising 
resentment is a major threat to political sta- 
bility in these countries. 


Agrarian unrest is a priority target for com- 


' For example, in Java, between 1937 and 1951, population 
increased 14 per cent, while food production declined 5 per 
cent. In India. between the same dates, population increased 
13 per cent while food production fell 1 per cent, though in 
the last few years per capita food production in India has 
begun to increase. In Southeast Asia as a whole, the per 


capita output of food grains has not yet regained the pre 
World War II level 
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munist propaganda and political action. The 
communists managed to win at least the pas- 
sive support of the peasantry in China by 
appealing to their discontent with promises of 
land and the abolition of debts. This same ap- 
peal may well work in other countries of 
Southeast Asia where there is serious rural 
overpopulation. 


Accelerated economic development can re- 
lieve this pressure on the land. It can make 
the Southeast Asian peasant a less vulnerable 
target for communism. There is little evidence 
that the peasant of Southeast Asia is concerned 
with political ideologies. He seems to follow 
communist leadership only if he feels that no 
one else is doing anything about his economic 
distress, There is every reason to believe his 
economic needs can be met peaceably by ag- 
rarian reform and by improvements in agri- 
cultural productivity, accompanied by a more 
rapid growth of employment-creating indus- 
tries to absorb the excess rural population. 
India already has the experience to show how 
at least the beginnings of accelerated devel- 
opment can benefit the peasant in these ways. 


A second important problem, and one that 
is found throughout the underdeveloped world, 
is the lack of sufficient economic opportunity 
for large elements of the urban middle classes 
—particularly the professional groups, the stu- 
dents, teachers, journalists, civil servants and 
other members of the intellectual and white- 
collar classes. Though materially very much 
better off than the peasant, many of these peo- 
ple are dangerously disaffected because their 
aspirations have expanded far more rapidly 
than their opportunities. Through western edu- 
cation or contact with westerners, they have 
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sampled the attractions of higher living stand- 
ards, personal freedom and opportunity, and 
political power. They have come to want more 
of these things than their countries can yet 
provide. 


Whether in the Middle East, Southeast Asia 
or Latin America, the disaffection of these 
groups is important because, though few in 
numbers, these are the most politically active 
elements in the underdeveloped countries. 
From their ranks come the leaders who will 
shape their countries’ political future. 


The communists have probably been more 
successful at winning adherents among the dis- 
affected elements of the middle classes than 
they have been among the peasantry. In a num- 
ber of underdeveloped countries the commun- 
ists have allied themselves with local nation- 
alists and sought to focus the resentments of 
the middle classes against the West. Many of 
these people are well conditioned for com- 
munist indoctrination by years of blaming all 
their countries’ problems on western colonial- 
ism. Many of them are attracted when the com- 
munists picture the Soviet Union as an under- 
developed country which has made itself a 
major power by following communist methods. 
The vision of doing the same in their own 
countries appeals strongly to their ambitions. 


But here, too, accelerated economic develop- 
ment provides a way of coping with an explo- 
sive problem. Accelerated growth of industry 
and commerce can provide more jobs and op- 
portunities for the members of the urban mid- 
dle classes. Programs of national economic 
development can help channel the ambitions 
and energies of this leadership group into con- 


structive national action and away from nega- 
tive anti-westernism. 


Economic Development 
and Expanding World Trade 


Accelerated economic development in the 
underdeveloped world is clearly important to 
the American interest in an expanding world 
trade. The development of an underdeveloped 
country benefits in some degree most countries 
trading with it. In the present world, this means 
that the United States and its major industrial 
allies in North America, Western Europe and 
Japan will benefit through more trade if the 
rate of economic growth in the underdeveloped 
world increases. 


This is particularly important for our in- 
dustrial allies. Their economic interest in the 
underdeveloped countries is considerably 
greater than our own. Their economic health 
and their military strength are much more 
dependent than our own on an expansion of 
foreign trade and, in particular, on an expand- 
ing exchange of their manufactures for imports 
of food and raw materials. This economic de- 
pendence of our allies is, of course, an. impor- 


tant political and security consideration for the 
United States. 


Japan especially needs to expand its trade 
with the underdeveloped countries rapidly. 
Shorn of its former colonial markets, its trade 
with the Chinese mainland reduced to a trickle, 
Japan has had great difficulty in expanding its 
foreign trade. Its exports are still only half of 
their pre-war volume: Unless Japan can find 
greater markets in the underdeveloped coun- 
tries, the repercussions on Japanese policy are 
likely to be damaging to our political and mili- 
tary position in the Far East. 
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However, while economic development will 
mean an expansion of trade between the un- 
derdeveloped countries and the industrial na- 
tions, it would be unwise to expect the expan- 
sion to be as rapid as it has been in times past. 
When the European colonial empires were in- 
tact and international trade and investment 
were much more free and secure than they are 
today, the development of underdeveloped 
countries meant rapidly expanding foreign 
market opportunities and rapidly increasing 
supplies of food and raw materials at favor- 
able prices for the industria] countries. But 
today the independent underdeveloped coun- 
tries are apt to consider specialization on food 
and raw materials as “economic colonialism” 
and industrial self-sufficiency as the proper aim 
of economic development. Moreover, under- 
developed countries often find it difficult to 
expand their exports of food and raw materials 
due to the instability of international commod- 
ity markets and the policies of subsidy and 
protection followed by some of the advanced 
countries. 


Economic Development 
and Democracy 


What of the longer run? Will accelerated 
economic development improve the chances of 
democracy in the underdeveloped world? Will 
it help build the kind of world environment in 
which western democracy can live and grow? 


Where democratic values and political in- 
stitutions have begun to take root in the under- 
developed world, economic progress, by easing 
class tensions and improving national morale, 
can help strengthen democracy. 
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In countries where democracy has not taken 
root at all, its growth will depend on much 
more than economic progress. The essential 
spirit and values of democracy are not a neces- 
sary consequence of growing production or ris- 
ing living standards as is sometimes hopefully 
asserted. 


But even where there is no democracy yet, 


- economic development has a positive role to 


play. For the participation by the United States 
and other western countries in developing un- 
derdeveloped countries is now one of the main 
channels through which the West can keep in 
contact with the peoples of Asia, Africa and 
Latin America and keep before them the idea 
of democratic and limited government and the 
deeper values on which it rests—freedom, tol- 
eration and respect for human dignity. 


In so doing, we are not trying to remake 
Asia, Africa and Latin America in our own 
image. For these values do not prescribe a 
single way of life. They are compatible with 
many and diverse ways of life, western and 
non-western. They are, indeed, a way of mak- 
ing it possible for diverse societies to live to- 
gether in peace under conditions of freedom. 


We do not know whether these values will 
take firm root in the soil of other civilizations. 
But we do know that the best hope of trans- 
mitting them to the peoples of the underde- 
veloped world is through day-to-day associa- 
tion with them, working together at common 
tasks. Today one such common task is eco- 
nomic development. 
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PART Ill 


OBSTACLES TO RAPID DEVELOPMENT 


T IS ONE THING to conclude that accelerated 
I economic development in the underdevel- 
oped world is in our interest. It is another to 
achieve such development. There are many 
serious obstacles to overcome, some differing 
from country to country and region to region, 
others common to all or nearly all the under- 
developed countries. 


Many of these obstacles are beyond the reach 
of policy, ours or that of the underdeveloped 
countries. This is true, for example, of a dearth 
of natural resources or of an unfavorable cli- 
mate. These are fixed quantities in the equa- 
tion. We shall devote our attention here to 
some of the variables in the equation—specifi- 
cally to three problems which, while primarily 
the responsibility of the underdeveloped coun- 
tries themselves, are amenable in some degree 
to improvement by American policy. These 
problems are: (1) the shortage of capital; (2) 
the shortage of entrepreneurial and managerial 
talent; and (3) the need for balance in eco- 
nomic development. 


The Shortage of Capital 


The economic development of a country is, 
from one point of view, the creation of real 
capital—of roads and railroads, factories and 
farm houses, towns and cities. The rate at 
which development proceeds depends upon 
how rapidly the country’s stock of real capital 
can be increased. And this depends in turn 
largely on how much current income can be 
devoted to the creation of real capital. 


In most underdeveloped countries the great 
majority of the population lives too close to 
the level of bare subsistence to have any sur- 
plus income with which to create new real capi- 
tal. Moreover, only a part of the income that 
could be saved is actually channeled into pro- 
ductive investment. It is frequently the custom 
to spend surplus income in non-productive 
ways—for various kinds of conspicuous con- 
sumption, for traditional entertainments, or 
for expenditure abroad. Part of the private in- 
vestment that actually does occur takes place 
in short-term speculative commercial ventures 
or disappears into hoards of jewelry, foreign 
currency or gold coins. Banking and other fi- 
nancial institutions to channel private savings 
into productive investment are typically inade- 
quate. 


It falls to the government in most under- 
developed countries to mobilize, through ap- 
propriate monetary and: fiscal policy, a large 
part of what resources are available for the 
creation of new, real capital. But governments 
too have difficulty in squeezing a surplus for 
investment out of poor economies. The tax base 
is narrow and tax revenues are typically small, 
fluctuating and difficult to increase. Because of 
political pressures government budgets are 
often burdened with social welfare expendi- 
tures disproportionately large for such poor 
countries. And there is always the danger that 
financing investment through credit expansion 
will lead to excessive inflation and foreign-ex- 
change difficulties. 
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As a creator of new capital, a totalitarian 
regime like that of Red China has an impor- 
tant advantage over the free countries of the 
underdeveloped world. It can force a higher 
rate of investment because it can use unlimited 
coercion and need not respond to popular de- 
mands for rising consumption. 


For these and other reasons, in a number 
of underdeveloped countries the percentage 
of the national product which goes into invest- 


“ment is low in comparison with more advanced 


countries and with Red China. In India and 
Pakistan, for example, gross investment is es- 
timated at roughly 6 to 7 per cent and in Indo- 
nesia only about 5 per cent of the gross na- 
tional product, as compared with 16 or 17 
per cent in the United States, Canada and 
Western Europe. Even in Red China as much 
as 15 per cent may be invested, although this 
is a percentage of a much smaller total prod- 
uct than in the western countries. 


These comparative figures of investment 
rates are not quite so unfavorable to the under- 
developed countries as they seem. The amount 
of new investment required to raise output by 
a given amount is considerably less in under- 
developed countries than in advanced indus- 
trial countries. In Red China, too, the “capital- 
output ratio” may be less favorable than in 
Southeast Asia, because the communist gov- 
ernment is emphasizing heavy industry in its 
economic development plans. 


Nevertheless, it appears that India’s and 
Pakistan’s present rate of investment is only 
just sufficient, and Indonesia’s is probably in- 
sufficient, to keep national income growing a 


10 


little faster than population.’ These countries 
need more capital to ensure a more adequate 
growth of per capita income. 


In Latin America the rate of gross invest- 
ment is considerably higher than in Southeast 
Asia, averaging about 14 per cent of gross 
national product in recent years for Latin 
America as a whole. Local capital has been 
more plentiful in Latin America because per 
capita income, though very low by United 
States standards, is much higher than in Asia. 
Also, more foreign capital has been available 
to the Latin countries. 


Partly as the result of a greater supply of 
capital, the rate of economic development in 
Latin America in recent years has been well 
above that in the other underdeveloped areas. 
But the population of Latin America is grow- 
ing 214 per cent a year—more rapidly than in 
most of the Middle East and Southeast Asia. 
A larger part of the capital invested in Latin 
America is therefore “absorbed” by the growth 
of population and makes no contribution to 
raising the people’s productivity and living 
standards. Thus, even though Latin America 
enjoyed a 3 per cent per year increase. in total 
income in the four years 1951-54—much more 
than most other underdeveloped countries— 
per capita income in the region grew only 
about 1% per cent a year. More capital is 
needed therefore to achieve a more satisfactory 
growth in per capita income. 


The underdeveloped countries (excluding 
colonial territories) are now receiving long- 


10n the other hand, in some of the smaller countries of 
Southeast Asia sach as Burma, Thailand and the Philippines, 
rates of investment are considerably higher and the prospect 
of a satisfactory growth of per capita income is therefore 
better than in the three major countries of the region. 
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term capital investment funds from the United 
States and other industrial countries at the 
rate of approximately $1.1 billion (net) a 
year.’ Just how much more foreign capital the 
independent underdeveloped countries could 
use effectively is difficult to say. Available esti- 
mates vary widely. It is clear, however, that 
their ability to put additional foreign capital 
to productive use has practical limits: their 
economies are still small and there are many 
other obstacles to development, particularly a 
serious lack of industrial entrepreneurship 
and of trained personnel, which prevent the 
rapid absorption of more foreign capital. 


Conservative estimates suggest that the inde- 
pendent underdeveloped countries of the free 
world as a group might be able to use effec- 
tively as much as $500 to $1,500 million of 
new foreign capital each year during the next 
few years over and above what they are now 
receiving. These amounts could, if effectively 
used, make possible a level of gross capital 
formation in the underdeveloped countries 
roughly 5 to 15 per cent higher than the present 
level. 


How far it may be in the interest of the 
United States to help meet this unsatisfied need 
for foreign capital will be considered in the 
concluding section of this policy statement. 


Shortage of Entrepreneurial 
and Managerial Talent 


A second major problem of development 
common to nearly all underdeveloped coun- 


‘For an explanation and breakdown of this figure, see Stat 
stical Appendix, p. 30 
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tries is the absence of a large and vigorous 
class of business entrepreneurs able to promote 
and manage modern industrial enterprises. 


All but the most backward of the under- 
developed countries. have, it is true, a small 
class of businessmen. But it is typically a class 
of merchants and traders engaged in distribu- 
tion, foreign trade, real estate speculation and 
moneylending, rather than the promotion and 
management of industry. 


Even if there were no shortage of funds 
seeking investment in underdeveloped coun- 
tries, the shortage of businessmen who know 
how to turn money into new plants and indus- 
tries and to manage them would still be a 
major bottleneck: It is an important reason 
why the underdeveloped countries would have 
trouble absorbing a great deal more foreign 
capital. It is an important reason why some 
of what surplus income there is in the under- 
developed world fails to find its way into pro- 
ductive investment. 


There are historical reasons for this short- 
age. The great bulk of the population in 
underdeveloped countries are peasants whose 
tradition-bound way of life is a poor training 
ground for business leadership. The main po- 
tential source of entrepreneurial talent is in 
most places the numerically small upper 
classes. But typically the upper classes look 
down on economic pursuits. Their social inheri- 
tance may even include occupational restric- 
tions, such as those which forbid business ac- 
tivity by some of the Hindu castes. Or they 
may live in the power of a feudal, aristocratic 
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tradition which discourages business enter- 
prise.* 

In some underdeveloped countries, especial- 
ly in Southeast Asia, the existing business 
class consists in the main of foreigners—the 
Chinese in Indonesia and Thailand ; the Hindus 
in Burma. Often these unassimilated groups 
dominate trade and commerce and keep out 
members of the native population. 


In many ways the underdeveloped state of 
an economy multiplies the responsibilities and 
risks of the industrial promoter or manager 
and thereby discourages the emergence of in- 
dustrial entrepreneurship. In an underdevel- 
oped economy the businessman is likely to 
encounter shortages of transportation, com- 
munications and electric power. Typically he 
will have to double as promoter, manager and 
principal financier; he will have to make most 
of the technical and marketing decisions on the 
basis of his own knowledge. He can call on 
none of the specialized financial, technical and 
marketing institutions and services which are 
commonplace in the West. He is handicapped 
by an unskilled and uneducated labor force. 


Businessmen with experience of industrial 
operations in underdeveloped areas agree that 
Asians and Latin Americans are easily trained 
in the skills of industrial management. But 
the opportunities to learn are still too few; not 


*Footnote by T. V. Houser: “This paragraph suffers 
from applying a broad, generalization to countries as 
different as Latin America is from the Orient. Latin 
America provides excellent source material for busi- 
ness leadership with men of good education, intelli- 
gence, and ambition in this field. They lack training in 
U.S. techniques and over-all point of view, but respond 
well to training along these lines.” 
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enough European and American industrial 
firms are doing business in underdeveloped 
countries. 


Partly because of the shortage of entrepre- 
neurial talent, governments in underdeveloped 
countries have assumed a large role in the 
promotion, financing and managing of indus- 
trial enterprises. But governments too suffer 
from a lack of trained administrative person- 
nel. Few underdeveloped countries have had 
the good fortune to inherit from their former 
colonial rulers a western-style civil service as 
did India and Pakistan. Even in these two 
countries government administrators have had 
only a short experience in programming eco- 
nomic development, making and executing in- 
vestment decisions and managing large indus- 
trial enterprises. In many underdeveloped 
countries the weakness of the civil service is 
one of the most serious obstacles to speeding 
up economic development. This is un area in 
which western technical assistance can be of 
great service. 


The Need for Balance 
in Economic Development 


Successful development of an underdevel- 
oped country requires a balance between the 
growth of agriculture and of industry. This 
balance is not easy to achieve. 


Some industrialization is essential if eco- 
nomic development in the underdeveloped 
world is to be speeded up. In most under- 
developed countries the productivity of labor 
in agriculture is very low and is difficult to 
raise—particularly where there is rural over- 
population. Labor productivity in industry is 
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generally much higher than in agriculture. 
Therefore, shifting labor from agricultural to 
industrial employment makes possible a more 
rapid growth of the national income than 
would otherwise be possible. 


Unfortunately, there is a tendency in many 
underdeveloped countries today to go over- 
board for industrialization programs and to 
go in for industrialization of the wrong kind. 
To be most effective in increasing productivity, 
industrial development in the underdeveloped 
world should emphasize light, labor-intensive 
manufacturing industries because they usually 
make the best use of the scarce capital and 
abundant manpower resources of underdevel- 
oped countries. Many of the heavy industrial 
projects, such as steel mills, now being under- 
taken in underdeveloped countries are a heavy 
drain on scarce capital resources which would 
yield much higher returns if invested in lighter 
industries. 


More important, an overemphasis on indus- 
trialization loses sight of the dependence of 
industrial expansion on a simultaneous growth 
of agriculture and foreign trade. In the earlier 
stages of industrialization, the chief market for 
industrial products is in the countryside. An 
increase in the income of the peasantry is 
therefore a prerequisite for the growth of 
manufacturing. And an increase in food pro- 
duction is necessary if a growing urban popu- 
lation is to be fed. Moreover, industrialization 
carried on at the expense of agricultural ex- 
ports invites trouble for a country’s interna- 
tional balance of payments. 


There are serious obstacles to be overcome 
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in order to raise agricultural productivity and 
incomes in the majority of underdeveloped 
countries — especially in the overpopulated 
ones. The pressure of population, the lack of 
capital and agricultural credit, the inertia of 
customary methods of cultivation, the effect on 
incentives of burdensome rents and debt—all 
these mutually re-enforcing obstacles have to 
be dealt with. Needed are efforts to increase 
the cultivable area by irrigation and reclama- 
tion, land reform, agricultural credit, techni- 
cal assistance and, above all, good leadership, 
nationally and in the village. 


The Indian Government’s Community De- 
velopment Program and the parallel village 
Agricultural and Industrial Development Pro- 
gram in Pakistan were conceived in an effort 
to meet some of these needs by comprehensive 
action at the village level. These programs are 
greatly expanded agricultural extension serv- 
ices and include the provision of rural credit 
facilities. Similar programs are underway or 
contemplated in a number of other Asian and 
Middle Eastern countries. Difficult as they are 
to staff, administer, and finance, village devel- 
opment programs of this kind are one of the 
most promising new departures in economic de- 
velopment. They deserve the support of Ameri- 
can technica] assistance and foreign investment 
policies. 


Successful development requires not only a 
balance between industrialization and agricul- 
tural development but also a balanced growth 
of foreign trade. 


Economic development means rising im- 
ports. As production and incomes grow, the de- 
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mand for food and consumer goods rises, usu- 
ally beyond the capacity of domestic sources 
to satisfy at reasonable costs. And industrial- 
ization itself requires increasing imports of 
machinery and equipment and often of fuel 
and industrial materials. 


If development is not to be held back, the 
underdeveloped countries’ must expand their 
exports to pay for rising imports. A few under- 
developed countries are fortunate enough to 
have a valuable mineral resource, like petro- 
leum, for which world demand is rising and 
with which they can finance their development 
imports. But the majority have great difficulty 
in expanding exports rapidly enough to pay 
for the imports which development requires. 


The instability of international commodity 
markets contributes to the difficulties of the 
underdeveloped countries in this respect. So do 
the policies of protection followed by the in- 
dustrial countries since they deter expansion of 
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mineral and agricultural exports. It is difficult 
for underdeveloped countries to compete in 
export markets for manufactured goods at this 
stage of their industrial development because 
their industrial costs are generally too high. 


The underdeveloped countries could help 
themselves a great deal by avoiding self- 
defeating nationalistic economic policies. For 
example, strictly on nationalistic grounds Bra- 
zil has refused to allow foreign companies to 
develop its petroleum resources, although it has 
been unable to do so itself. As a result, the 
need for large fuel imports has contributed to 
that country’s balance-of-payments difficulties. 


However, not all imbalances in the foreign 
accounts of the underdeveloped countries can 
be avoided in times of rapid economic develop- 
ment. The growing pains of development make 
some imbalance inevitable, and allowance for 
this should be made in American foreign in- 
vestment policy. 
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THE ROLE OF AMERICAN CAPITAL INVESTMENT IN 
ECONOMICALLY UNDERDEVELOPED COUNTRIES 


HE PACE OF DEVELOPMENT ABROAD is af- 
TT ieced indirectly by nearly every aspect of 
American economic policy — by our import 
policy, for example, and our domestic mone- 
tary policy to maintain high employment and 
avoid inflation. But there are only three direct 
techniques which the United States uses to 
accelerate economic development in the under- 
developed world: 


1) Technical assistance to the governments 
of underdeveloped countries; 

2) Measures to stimulate foreign investment 
by American firms and individuals; 

3) Programs of public investment in the 
underdeveloped countries, using both in- 
tergovernmental loans and grants and 
government loans to private firms. 


We have pointed out already that the short- 
age of skilled personnel in the underdeveloped 
countries is a serious obstacle to development. 
Technical assistance is one way of helping 
overcome this shortage. 


Technical assistance provides the govern- 
ments of underdeveloped countries with expert 
advice, assistance, and training in public ad- 
ministration, in public health, in agricultural 
extension work, in education and in many other 
fields. The international technical assistance 
programs in which the United States Govern- 


ment now participates—the United States Point 
IV Program, the United Nations Technical As- 
sistance Program and the. Colombo Plan for 
Southeast Asia—have proved on the whole to be 
effective in promoting economic development. 


The Research and Policy Committee sup- 
ports continued and expanded American par- 
ticipation in these programs. There should be 
continuing attention to improving their quality 
and their adaptation to the underdeveloped 


countries’ needs. 


In this policy statement, however, attention 
will be confined to the role of American invest- 
ment—publie and private—in underdeveloped 
areas. We emphasize investment not because it 
is more important than technical assistance but 
because its role in American foreign develop- 
ment policy is less well understood. There are 
important issues of foreign investment policy 
concerning which there is still too little public 
knowledge and agreement. The Committee 
hopes the discussion following will contribute 
to greater public understanding of the role 
which American private and public investment 
can and should play in economic development 
abroad. 


The Role of Private Foreign 
Investment in Economic Development 


The progress of underdeveloped countries 
would be well served if private American in- 








124 


vestors were willing and able to supply most 
of the foreign capital they could usefully ab- 
sorb and if the underdeveloped countries were 
willing and able to encourage large investments 
from this source. 


The growth of the American economy and its 
preponderant strength in the world is at least 
in part the result of leaving problems of eco- 
nomic development largely to the decisions of 
private investors. Not only have Americans 
derived great material benefits from encour- 
aging freedom of private investment; western 
history also shows that there can be a healthy 
interaction between economic freedom and 
freedom in political affairs. 


Private American investment in the under- 
developed world carries with it major col- 
lateral benefits in addition to the contribution 
it makes to capital formation. American par- 
ticipation in commercial and industrial enter- 
prises in the underdeveloped world is an 
effective way to expedite the transfer of tech- 
nology and to encourage the growth of entre- 
preneurship and managerial skills. By example 
and through training, American businessmen 
abroad can do much to encourage the growth 
of a local business class which is enterprising, 
competent and socially responsible. The lack 
of such a business class, we have seen, is one 
of the most serious obstacles to economic de- 
velopment in the underdeveloped world. 


The current volume of American private 
long:term investment in the underdeveloped 
world, however, is small. In the three years 
1952-1954, only about $500 million a year 
(net) in private, long-term capital was invested 
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by Americans in independent underdeveloped 


countries, 60 per cent of it in Latin America.’ 


More than 90 per cent of this investment is 
direct investment by American corporations, 
most of which are pursuing one of two specific 
objectives: to open up new sources of raw 
materials (e.g., petroleum, copper and iron 
ore) mainly for export; and to establish branch 
plants abroad in order to gain or hold local 
markets from which the companies concerned 
would otherwise be excluded by trade or cur- 
rency restrictions. Except in Israel, there has 
been hardly any portfolio investment by Ameri- 
cans in independent underdeveloped countries 
since the war. 


A large part of the foreign capital required 
by underdeveloped countries is for the expan- 
sion of basic economic facilities in such fields 
as transportation, communications, irrigation 
and power. There are a number of obstacles 
to the flow of private U.S. funds into such 
projects. Some of the projects do not yield any 
direct monetary return, even though they con- 
tribute greatly to the country’s productivity. 
Such undertakings inevitably fall within the 
province of government rather than private 
enterprise in the underdeveloped countries. It 
used to be that underdeveloped countries could 
get private capital to build roads, harbors and 
other non-revenue-producing projects by float- 
ing government bonds in foreign capital mar- 
kets. But there is little or no foreign market 
for such bonds today. In the case of public 
utilities, such as railroads, communications 
and electric power, foreign companies in under- 


1An explanation of this $500 million figure is given in the 
Statistical A ix, p. 30. 





PRIVATE 


developed countries are often subject to bur- 
densome and discriminatory regulation. In- 
deed, a number of underdeveloped countries 
insist upon public ownership and operation of 
all utilities and exclude foreign utility com- 
panies altogether. 


Apart from the public utility field there are 
a host of other legal and administrative restric- 
tions on private foreign investors in the under- 
developed countries which help keep the private 
investment total small. For example, many 
underdeveloped countries bar foreign com- 
panies from mining or the exploitation of nat- 
ural resources. Foreign investors are sometimes 
restricted to minority stock ownership.’ 


More serious than the legal and administra- 
tive restrictions are the special risks faced by 
foreign investors in underdeveloped countries. 
Political instability, administrative weakness, 
foreign exchange troubles, labor problems, the 
danger of expropriation and the nationalistic 
hostility to foreign enterprise which character- 
izes many underdeveloped countries all detract 
seriously from the security of private foreign 
investment in the underdeveloped world. 


Measures to Increase 
Private Investment 


It would be unrealistic to expect a rapid in- 
crease in the volume of private investment by 


1A recent Department of Commerce survey of the conditions 
facing American investors in 11 important and representa- 
tive underdeveloped countries found prohibitions against 
foreign companies engaging in particular industries or eco- 
nomic sectors in seven countries; restriction to minority 
stock ownership in three countries; and a requirement of 
prior government approval of foreign investments in two 
countries. The underdeveloped countries surveyed were 
Brazil, Chile, Colombia, Cuba, Mexico, Venezuela, Egypt, 
India, Iraq, Turkey, and the Philippines. See Department 
of Commerce, Factors Limiting US. Investment Abroad, 
Washington, D.C., 1953. 
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Americans in the underdeveloped world. Most 
of the causes of limited investment opportunity 
and heavy risk are beyond the reach of United 
States Government policy; many of them are 
consequences of the present stage of economic 
development and political evolution in the 


underdeveloped world. 


Yet these causes may ameliorate gradually 
as economic development proceeds and exag- 
gerated nationalism subsides. And there are 
several things that can and are being done by 
the United States to stimulate a gradual in- 
crease in private investment in the underdevel- 


oped world. 


Investment Treaties. Through its investment 
treaty program, the United States Government 
tries to get underdeveloped countries to amend 
or change laws and regulations in underdevel- 
oped countries which discriminate against for- 
eign investors. Particularly the government 
tries to obtain assurances that American in- 
vestors will receive the same treatment as do- 
mestic investors (“national treatment”) and 
that American investors will receive prompt 
and effective compensation in the event of na- 
tionalization. While so far only a few under- 
developed countries have been willing to give 
such assurances, the Committee favors continu- 
ation of this program.’ A continuing effort to 
negotiate investment treaties is an effective way 
of showing governments in the underdeveloped 
areas which desire private foreign investment 
what they must do to attract it. 


Investment Guaranties. Since 1948 the for- 


! The underdeveloped countries with which treaties contain- 
ing assurances of “national treatment” and effective com- 
pensation in the event of nationalization have been signed 
are: Colombia, Ethiopia, Haiti, Israel and Uruguay. 
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eign aid agencies of the government have at- 
tempted to reduce the risks faced by American 
investors abroad by guaranteeing (insuring) 
new investments against losses from expropria- 
tion and against the inability of foreign gov- 
ernments to convert local currency profits into 
dollars. Guaranties are available only in coun- 
tries which agree to cooperate in the program 
and so far 15 underdeveloped countries have 
done so.' However, as of June 30, 1955, only 
five investment projects, totaling $7.3 million, 
had been guaranteed in the underdeveloped 
countries. The Committee has some doubt about 
the effectiveness of the guaranty device, but we 
believe a further test of its usefulness is war- 
ranted. 


Tax Incentives. Tax incentives to investment 
abroad are potentially an effective way of stim- 
ulating private foreign investment. A proposal 
has been made to reduce by 14 points the Fed- 
eral corporate income tax on income earned 
abroad, and to postpone payment of taxes on the 
earnings of foreign branches of American cor- 
porations until the earnings are transferred or 
repatriated.’ The Committee favors these pro- 
posals. We doubt, however, that a 14-point re- 
duction would be enough to stimulate much 


1The fifteen countries are Bolivia, Colombia, Costa Rica, 
Ecuador, Formosa, Guatemala, Haiti, Honduras, Israel, 
Pakistan, Paraguay, Peru, Philippines, Thailand and Turkey. 


2 At present only corporations which can qualify as “Western 
Hemisphere trading corporations” under Sections 921 and 
922 of the Internal Revenue Act of 1954 are entitled to a 
14point reduction in their income tax. The new proposal 
would extend the same tax reduction to all domestic corpo- 
rations with respect to that part of their income which comes 
from the active conduct of a trade or business abroad. 


At present also, foreign subsidiaries of American corpora- 
tions need not pay the Federal corporate income tax until 
their earnings are received by the parent company in the 
United States, credit being allowed for any foreign income 
tax: paid by the subsidiary. The new proposal would apply 
the same rule to foreign branches of American corporations, 
except that the Federal income tax would become payable 
whenever the branch's earnings were transferred to any other 
part of the corporation, whether in the United States or 
abroad. 
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foreign investment, and we believe considera- 
tion should be given to a larger reduction. We 
would also favor using tax concessions to in- 
duce Americans to invest in foreign securities 
if practical means of doing so can be devised. 


Public-Private Partnership Investments. An- 
other promising way of stimulating private in- 
vestment in the underdeveloped countries is to 
provide for joint participation of public and 
private investors in a given project. The Inter- 
national Bank for Reconstruction and Devel- 
opment has been particularly active in this field. 
By encouraging private commercial banks and 
other private investors to participate in its in- 
vestment activities, the World Bank greatly 
reduces the risks and difficulties which the 
private investor would face on his own. 
Through partnership with the World Bank, a 
private investor gets the benefit of the expert 
economic, political, and technical knowledge 
of the public agency plus a considerable meas- 
ure of security from the public institution’s 
prestige and its influence on the government of 
the underdeveloped country. 


The most ambitious device so far created to 
stimulate this kind of investment is the Inter- 
national Finance Corporation, which is being 
established as an affiliate of the World Bank, 
with an initial capital of at least $75 million 
contributed by at least 30 member countries. 
The Research and Policy Committee welcomes 
the decision to establish the IFC and hopes that 
it will prove to be a practical and useful method 
of stimulating private foreign investment. 


The IFC will invest exclusively in private 
undertakings in the underdeveloped world in 
association with private investors and in cases 
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where sufficient private capital is not available 
on reasonable terms. 


Unlike any other international lending agen- 
ey, IFC is permitted by its charter not only to 
make loans but also to provide venture capital 
— i.e., investments yielding income only if 
earned. The corporation is not allowed to ac- 
quire voting stock or to share in the manage- 
ment of the enterprises in which it invests, but 
it may help find experienced management and 
it may sell its investments to private investors 
in the form of voting stock.* 


The United States Export-Import Bank is 
also helping to stimulate American private for- 
eign investment by participating with private 
American and foreign investors in develop- 
ment projects, particularly in Latin America. 
The Committee welcomes this activity and 
hopes the Export-Import Bank will do more of 
it. The Bank might also seek ways to stimulate 
the purchase of long-term foreign obligations 
by American private financial institutions, 
such as investment trusts and mutual funds. For 
example, it might partially guarantee suitable 


*Footnote by Thomas D. Cabot: "! believe the Inter- 
national Finance Corporation should not provide 
equity or venture capital for manufacturing, mining, 
and commercial enterprises, because fear of competi- 
tion by government supported enterprises is a serious 
deterrent to the flow of private capital into similar 
ventures. This deterrent effect is minimized when pub- 
lic funds are used to support private venture capital 
by the purchase of convertible debentures or by sim- 
ilar investments where there.is a considerable element 
of risk. 

“While | agree that an expansion of the program 
of public investment in underdeveloped countries is in 
our national interest, | feel that in most countries the 
program can best be limited to basic economic facil- 
ities such as are usually financed by public funds or 
regulated by Government bodies.” 
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long-term obligations in order to make them 
more attractive to private investors. The Ex- 
port-Import Bank has already done something 
similar to this in the:field of medium-term fi- 
nancing of American exports.’ 
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The Role of Public Investment 
in Underdeveloped Countries 


We noted earlier that the underdeveloped 
countries of the free world need and could use 
effectively, within the limits of “absorptive ca- 
pacity,” more foreign capital than they have 
been receiving. Even after all practical meas- 
ures are taken to increase private foreign in- 
vestment from the United States and other 
industrial countries, it seems probable that 
most of this shortage of capital will remain until 
development has proceeded well beyond its 
present stage. For this shortage is, in the main, 
an unfilled need for funds to invest in trans- 
portation and other basic economic facilities 
— fields of investment which are not likely to 
be attractive to private foreign investors. The 
growth of manufacturing, the extractive indus- 
tries and trade — the fields where private in- 
vestment has its major opportunity — depend 
on ¢reating these basic economic facilities. 


The question is, where and to what extent is 
it in our national interest to use public funds 
to help meet this unfilled requirement for for- 
eign capital? 


From an American standpoint, it is’ most 
urgent to increase our contribution to the cap- 
ital needs of Southeast Asia and the Middle 


1The Export-Import Bank recently entered into an agree 
ment with a private export financing corporation organized 
by a New York commercial bank, The corporation will 
finance exports of capital equipment by buying from ex- 
porters (without recourse) the obligations of foreign pur 
chasers. These obligations are guaranteed by the Export- 
Import Bank to the export financing corporation. 
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East. American security and the future of the 
West are now involved with the success or fail- 
ure of national regimes and economic develop- 
ment programs in this great arc of countries 
extending east from Turkey and Egypt all the 
way to Indonesia and the Philippines. 


Yet the foreign capital requirements of 
Southeast Asia and the Middle East have not 
been sufficiently recognized by American for- 
eign development policy. This is particularly 
true of Southeast Asia.’ This region, with a pop- 
ulation of more than 600 million, has been 
receiving in recent years from United States 
Government agencies and from the World Bank 
only about $90 million a year of public in- 
vestment funds. 


The communists, however, are increasing 
their efforts in Asia and the Middle East. 
Though their objectives have not changed, they 
are shifting their tactics. Now, they are playing 
down military pressure and political subver- 
sion and have launched a diplomatic offensive, 
attempting to draw critical countries into the 
Soviet orbit. 


And the Soviets have recently added a pow- 
erful and flexible weapon to their diplomatic 
arsenal: technical assistance. First, there was 
a Soviet exchange of technicians with India 
and a contract to build a steel plant there. Then 
there was a wholesale invitation to the countries 
of free Asia and the Middle East to request 
from the Soviet Union any kjnd of technical 
help they might need. Most recently Soviet 
leaders have begun to talk about financial aid. 


This change of tactics makes it the more 


1 Southeast Asia is defined in this policy statement to include 
Pakistan, Indie, Ceylon, Burma, Thailand, Laos, Cambodia, 
South Vietnam, Indonesia and the Philippines 
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urgent that the United States step up its eco- 
nomic development program in Southeast Asia 
and the Middle East. We do not mean that our 
development assistance to these areas should be 
increased just because the Soviet Union is now 
competing with us in this field. Regardless of 
what the Russians do, we should act more vig- 
orously because it is in our national interest to 
do so. But the new Soviet tactic does underline 
the urgency of a clear-cut American decision. 
If we fail to act, the chances of major diplo- 
matic reverses in these critical areas will be 
increased. 


Even though Latin America’s capital needs 
are now more adequately met than those of 
other underdeveloped areas, the rate of growth 
of income per capita in a number of Latin 
countries is very low and could probably be 
increased by making more foreign capital 
available. The traditional American concern 
for our Latin neighbors, and our large eco- 
nomic interests in expanding hemisphere trade, 
make it especially desirable to accelerate Latin 
America’s economic development by increasing 
the inflow of American capital. Some of that 
capital will have to come from the United States 
. Government. 


In the light of these considerations, the Re- 
search and Policy Committee believes that an 
expanded program of public investment in the 
underdeveloped countries is in our national 
interest. 


The program should be selective. It should 
be focused on countries where additional pub- 
lic capital can be effectively used for develop- 
ment and where our interests, political or eco- 
nomic, are closely bound up with the success or 
failure of economic development programs. 
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The program should be devoted mainly to 
the creation of basic economic facilities in situ- 
ations where private investors are unable to 
meet the need. In this way, the expanded pro- 
gram would not compete with private investors 
and would help create in underdeveloped coun- 
tries the basic economic framework in which a 
healthy private economy could grow. 


The effectiveness of a program of expanded 
public investment in underdeveloped countries, 
and the willingness of the American people to 
persevere with it, will be conditioned by the 
reception the program receives in the under- 
developed countries — particularly, by whether 
the underdeveloped countries take the domestic 
economic and social measures necessary to 
make assistance to them effective. It would be 
inappropriate for the United States to attach 
any unrelated conditions — particularly any 
military or diplomatic conditions — to an ex- 
panded program of public investment. But the 
United States Government, as the principal sup- 
plier of foreign capital, has a responsibility to 
help the underdeveloped countries follow pro- 
grams and policies-conducive to successful 


development. 


We recognize that there are dangers in gov- 
ernment financing of economic development. 
There is no way to eliminate the risk that some 
investment projects will not be well chosen or 
well executed. There is always some danger of 
competition with private investors. And to the 
extent that public investment takes the form of 
grants, there is a cost to the American economy 
and the American taxpayer. But we are con- 
vinced that all of these dangers together are 
less serious than the danger of failing to act 
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vigorously in support of our interests in the 
underdeveloped world. 


INVESTMENT 


There are many difficult issues involved in 
administering an expanded public foreign in- 
vestment program. We cannot discuss all of 
them here, but two, we believe, require par- 
ticular attention: the issue of loans vs. grants 
and the issue of bilateral vs. international ad- 
ministration of public foreign investment. 


Loans or Grants? 


The bulk of American public investment in 
underdeveloped countries in recent years has 
been in the form of loans. Congress has voted 
development grants for a few politically critical 
countries (India, Pakistan, Turkey and Iran, 
for example) whose foreign exchange position 
makes it impossible for them to obtain much 
foreign capital by borrowing from the Export- 
Import Bank and the World Bank. But in gen- 
eral Congress has opposed any widespread and 
continuing use of grants for foreign develop- 
ment. 


There are good reasons for this policy. 
Grant assistance, if long continued, tends to 
demoralize relations between donor and recip- 
ient. The latter often comes to look on grants 
as a moral right, to resent any conditions at- 
tached to the grant or any reduction in its 
amount, or to suspect the donor government of 
ulterior purposes. For its part the donor gov- 
ernment is tempted to use grant aid as a politi- 
cal tool to reward or chastise the countries 
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aided. Indeed, if it does not do so it may well 
be criticized at home. 


Moreover, capital provided gratis is likely 
to lose some of its value in the eyes of the re- 
cipient. Normal economic considerations and 
priorities may go by the board and develop- 
ment may be encouraged along lines that actu- 
ally hamper the economy's healthy growth. 
This happened to some extent in Greece and 
the Philippines a few years ago. 


At the same time, the weak foreign exchange 
position of many underdeveloped countries 
makes it difficult for them to borrow abroad for 
development purposes on the terms regularly 
offered by the principal public lending agen- 
cies — the Export-Import Bank and the World 
Bank. This is particularly true of some of the 
politically critical countries of Southeast Asia 
and the Middle East. The practice of these 
agencies has been to lend to underdeveloped 
countries only in relatively small amounts, so 
as to avoid risk of default. Under this lending 
policy, it will not be possible for these agencies 
to increase the flow of public investment funds 
into many underdeveloped countries in the 
form of dollar loans. 


For this reason, and to avoid having to 
resort to grants, it has been frequently pro- 
posed that an American or an international 
agency be empowered to make development 
loans involving greater risk than the World 
Bank and the Export-Import Bank are normally 
able or willing to incur. 


More liberal terms for international loans 
have also been proposed — for example. loans 
with longer maturities (40 years or more) and 
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loans permitting the borrowing country, when 
it is in foreign exchange difficulties, to post- 
pone amortization payments. 


It has also been suggested that an expanded 
program of public investment abroad should 
consist mainly of loans whose interest and 
amortization payments would be payable not 
in dollars but in the currency of the borrowing 
country. Such loans would include a mainte- 
nance-of-value clause, guaranteeing the lender 
against depreciation of the borrowing coun- 
try’s currency. Loans of this kind are already 
being made for development purposes under 
the Mutual Security Program.’ Loans repay- 
able in foreign currencies are not as desirable 
as dollar loans from a U. S. domestic budgetary 
standpoint. But they do avoid the worst psycho- 
logical and political disadvantages of grant 
financing. 


Such proposals for easing the standards or 
modifying the terms of international develop- 
ment loans have met with some criticism, how- 
ever. They are criticized as creating a special 
category of “soft” or “fuzzy” loans which might 
burden the underdeveloped countries with 
debts that could not be repaid. It is sometimes 
claimed that they would tend to undermine the 
integrity of international financial obligations 
and would create undesirable competition for 


the Export-Import Bank and the World Bank. 


There is, in short, a difficult choice here. To 
expand the flow of public investment funds to 


1 Authority to make loans of this kind is given by Sections 
201 (a) and SOS of the Mutual Security Act of 1954, as 
amended by Section 9 of the Mutual Security Act of 1955. 
Under this authority, the Export-Import Bank signed agree 
ments for 40-year development loans repayable in local cur- 
rency totalling $110 million with five underdeveloped coun- 
tries in fiscal year 1955. 





PRIVATE FOREIGN INVESTMENT 131 


many underdeveloped countries, either grants 
or loans on special terms will be required, but 
both forms of financing have real disadvan- 
tages. 


On balance, the Research and Policy Com- 
mittee feels that in most instances loans are 
preferable to grants. Where the borrowing 
country’s ability to repay dollar loans is al- 
ready fully committed, loans repayable in the 
currency of the borrowing country should ordi- 
narily be used. To avoid undesirable compe- 
tition with the Export-Import Bank and the 
World Bank, however, loans on special terms 
should be made only where clearly necessary 
from the standpoint of American foreign policy 
and after a determination that the established 
public lending agencies cannot meet the need. 


Using our agricultural surpluses to promote 
development. Our agricultural surpluses are 
now being used as a partial substitute for pub- 
lic loans and grants to provide underdeveloped 
countries with foreign capital. Under the Agri- 
cultural Trade Development and Assistance Act 
of 1954, the Commodity Credit Corporation 
is authorized to sell surplus agricultural com- 
modities to foreign governments and to receive 
payment in their currencies. Similarly, a part 
of the funds appropriated under the Mutual 
Security Program is now earmarked to pur- 
chase surpluses to be sold abroad for foreign 
currencies.’ 


The foreign currencies received under both 
of these programs become the property of the 
United States Government and may be lent to 


1 Mutual Security Act of 1954, section 402, as amended by 
the Mutual Security Act of 1955, section 8. 


the foreign government for use in promoting 
economic development. Repayment may be 
made either in dollars or in local currency. 
Loans of this kind are now being made on rela- 
tively easy terms with maturities up to 40 
years. 


The Research and Policy Committee believes 
that until our agricultural surpluses have been 
eliminated, this is a desirable way of providing 
underdeveloped countries some of the foreign 
capital they need. It must be recognized, how- 
ever, that the amount that can be done under 
this authority is strictly limited by the danger 
of disrupting international markets for agricul- 
tural commodities.’ 


Bilateral or International 
Administration of Public Foreign 
Investment? 


Most of our public foreign investment since 
the war has been administered bilaterally—by 
United States agencies in direct contact with 
the recipient country, rather than through in- 
ternational agencies. Most of our public invest- 
ment in Latin America has been done by the 
Export-Import Bank. The Economic Coopera- 
tion Administration and its successor agencies, 
MSA, FOA, and now the International Co- 
operation Administration, have been respon- 
sible for the major part of American public 
foreign investment in the rest of the world. 


At the same time, a substantial part of the 


1 Because of this limitation, this use of agricultural surpluses 
is not likely to reduce existing stocks markedly. A ae 
for solving the — of agricultural pale te is outli 

in a recent CED statement, Economic Policy for American 
Agriculture, a Statement on National Policy by the Research 


and Policy Committee of the Committee for Economic De- 
velopment (January, 1956). 
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American capital now going to underdeveloped 
countries is administered by an international 
agency, the International Bank for Reconstruc- 
tion and Development (World Bank).’ 


The question is, assuming the flow of public 
investment from the United States to under- 
developed countries is to be expanded, whether 
the additional investment should be adminis- 
tered by an agency or agencies of the United 
States Government. Or should it be adminis- 
tered by the World Bank or a similar inter- 
national body. This is a difficult issue because 
neither method is appropriate in all circum- 
stances. 


Bilateral administration by an agency of the 
United States Government makes it easier to 
focus our public investment effort selectively 
in the countries and regions where we think it 
will best accomplish our purposes. Such selec- 
tivity is difficult and often impossible to accom- 
plish through an international agency. While 
an international agency has the advantage of 
being insulated in some degree from domestic 
political pressures and interest groups, its de- 
cisions, by the same token, are removed in some 
degree from the policy control of the American 
Executive agencies and the Congress. 


On the other hand, international administra- 
tion has real advantages. The importance of 
putting our money where it can contribute most 
to our security and our economic interests is 
great. But Americans should not forget that 
our foreign investment policy also has humani- 
1The World Bank is a public international agency which 
obtains its dollar funds by selling its own securities in domes- 
tic capital markets. The Bank's management, which operates 
with considerable autonomy, is responsible to a board of 

irectors made up of representatives of the Bank's member 


=m The United States director casts one-third of 
votes. 
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tarian aims, as well as the long-term objective 
of building community between the West and 
the peoples of Asia, Africa and Latin America. 
These wider and longer run aims are often 
better served by a non-political agency like the 
World Bank than by bilateral public invest- 
ment programs closely identified with the 
United States. 


There are practical reasons, too, for admin- 
istering a part of our public foreign investment 
through an international agency. One reason is 
that an international agency, unlike an agency 
of the American Government, can obtain part 
of its funds from other capital-exporting coun- 
tries, as the World Bank now does to a small 
extent. This consideration will become increas- 
ingly important as the ability of Western Eu- 
rope and Japan to export capital increases. 


Another reason is that an international 
agency is sometimes able to persuade an under- 
developed country to follow a sound program 
of development, where an agency of the United 
States Government could not do so. The World 
Bank has found a number of countries willing 
to cooperate closely with it in the planning and 
execution of development, where they have 
been unwilling to become so closely involved 
with United States agencies. Some underde- 
veloped countries have even been unwilling 
on political grounds to accept American eco- 
nomic assistance on a bilateral basis, despite 
their need for it—Burma and certain Arab 
countries, for example. 


Taking the pros and cons of international ad- 
ministration together, the Research and Policy 
Committee inclines to the view that an ex- 
panded program of public investment in under- 
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developed countries should be administered by 
a United States agency or agencies, except in 
situations where an international approach 
would clearly be more advantageous. In situa- 
tions of that kind we favor the participation 
of the World Bank. To participate effectively 
in an expanded program the World Bank would 
need additional capital contributions from its 
member governments and authority which it 
now lacks to make grants and development 
loans repayable in local currencies. 


We would also favor international admin- 
istration of public investment on a regional 
basis wherever a regional approach would offer 
special advantages—in Southeast Asia, for ex- 
ample. 


The revolutionary transformation through 


which Asia, Africa, the Middle East and Latin 
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America are now passing will have far-reach- 
ing consequences for the security and well- 
being of the United States and of western civil- 
ization. That is the main reason why the United 
States is increasingly concerned with the under- 
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developed areas of the free world and particu- 
larly with their need for accelerated economic 
progress. That is why we have recommended 
in this policy statement that the United States 
adopt an expanded foreign development pro- 
gram and a more vigorous foreign development 
policy. 


More active American participation in de- 
veloping underdeveloped countries is needed 
not only to protect our vital, immediate inter- 
ests. It is needed also to help the underdevel- 
oped countries build the kinds of societies with 
which the West can live in cooperation and 
peace in the long run. It is needed to help bridge 
the political and spiritual gulf which now sep- 
arates the underdeveloped world and the West. 
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SUMMARY 


pe UNITED STATES has a big stake in the 
future of the independent underdeveloped 


countries of the world. 


In the short run our security is involved in 
preventing communism from subverting these 
countries. If communism is able to organize 
the manpower and resources of any large num- 
ber of the now independent underdeveloped 
countries, the effect on western security, con- 
fidence and political cohesion will be serious. 


Our major allies, Britain, Canada, the in- 
dustrial nations of Western Europe and Japan, 
are heavily dependent for their economic 
growth and health on expanding trade with the 
underdeveloped world. Political instability and 
economic nationalism in underdeveloped coun- 
tries may well contract trade channels at a time 
when it is important for the health of the west- 
ern community that they expand. 


In the long run the profound internal trans- 
formation now going on in the underdeveloped 
countries could determine the political shape 
of the world. The underdeveloped countries 
may in time evolve free and democratic insti- 
tutions which express the spirit of freedom and 
toleration at home and a willingness to cooper- 
ate abroad with other countries in the mainte- 
nance of world peace. Or, in an attempt to solve 
their growing problems, some of them may 
turn to totalitarian rule at home and aggression 
abroad. At the very least the climate in which 
western democracy will have to live and grow 
will be greatly affected by the kinds of socie- 
ties that finally emerge in the underdeveloped 
world. 
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Accelerated economic development can help 


to protect the American stake in the underde- 
veloped world in two ways: 


First, accelerated economic development it- 
self appears to be a necessary precondition for 
the things we want to see happen in the under- 
developed world—the rejection of communism, 
the expansion of trade with the industrial na- 
tions of the West, and the growth of democracy. 


Second, participation in the economic de- 
velopment of underdeveloped countries is one 
of the best ways, and sometimes the only way, 
in which the United States and other western 
countries can bring their influence to bear on 
the whole range of developments in the under- 
developed world. It is now one of the main 
channels through which the West can keep in 
contact with the peoples of Asia, Africa and 
Latin America and transmit to them something 
of the spirit and values of freedom and de- 
mocracy. 


To accelerate economic development, then, 
is a desirable American objective in the under- 
developed world. But it is not easily achieved. 
There are serious problems to overcome. Some 
of them—a dearth of natural resources or an 
unfavorable climate, for example—are beyond 
the reach of policy, ours or that of the under- 
developed countries. Others, however, are 
amenable in some degree to improvement by 
the underdeveloped countries themselves and 
by the United States. 


In particular there are three obstacles to 
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economic development which should be of 
prime concern in American policy: 


1) The Shortage of Capital 


The overall rate of investment in a number 
of important underdeveloped countries is low 
in comparison with western countries and with 
communist China and Soviet Russia. In India 
and Pakistan, for example, the present rate is 
only just sufficient, and in Indonesia it is prob- 
ably insufficient, to keep national income grow- 
ing a little faster than population. While the 
rate of investment in Latin America is higher 
than in Southeast Asia, so is the growth of the 
population. In consequence, in much of Latin 
America per capita income is not growing 
rapidly enough. 


One way to meet this problem would be to 
increase the supply of foreign capital. The 
underdeveloped countries, excluding colonial 
territories, are now receiving long-term capital 
investment funds from the United States and 
other industrial countries at the rate of approxi- 
mately $1.1 billion (net) a year. Just how 
much more they could use effectively is difficult 
to estimate. Conservatively, it might be as much 
as $500 to $1,500 million a year more than 
they are now getting. 


2) The Shortage of Entrepreneurial and 
Managerial Talent 


The shortage of businessmen who know how 
to turn money into new plants and industries 
and to manage them is a major bottleneck to 
economic development in the underdeveloped 
world. The existing business class is typically 
a class of merchants and traders. In most under- 
developed countries the government has as- 
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sumed a large role in the promotion, financing 
and managing of industrial enterprises. But 
governments, too, suffer from a lack of trained 
personnel. 


Supplying technical assistance to foreign 
governments is one of the most important ways 
in which the United States and other western 
powers can help accelerate economic develop- 
ment in the underdeveloped world, The United 
States can also, through its foreign investment 
policy, help promote the growth of a vigorous 
and socially responsible business class in the 


underdeveloped world. 


3) The Need for Balance in Economic De- 
velopment 


Successful development of an underdevel- 
oped country requires a balanced growth of 
agriculture and industry. The tendency today 
in many underdeveloped countries is to go 
overboard for industrialization programs — 
particularly heavy industry—at the expense of 
agriculture, with a resulting waste of economic 
resources, inflation and foreign exchange dif- 
ficulties. This danger can be avoided by 
greater emphasis on agricultural development. 
In India and Pakistan this is being done by 
means of village development programs which 
are also putting new life into the rural village 
communities. Programs of this kind should be 
encouraged and supported by American tech- 
nical assistance and foreign investment. 


A balanced growth of imports and exports is 
likewise necessary for the successful develop- 
ment of an underdeveloped country. Economic 
development means rising imports. If develop- 
ment is not to be held back, the underdeveloped 
countries must expand their exports but, in the 
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present world economic environment, this can 
be a very difficult task. The task is made easier 
when the underdeveloped country avoids self- 
defeating nationalistic economic policies such 
as Brazil’s refusal to allow foreign companies 
to develop its petroleum resources. Some tend- 
ency to imbalance between exports and imports 
is inevitable, however, in times of rapid eco- 
nomic growth and allowance for this should be 
made in American. foreign investment policy. 


The techniques which the United States 
uses to cope with these and other problems of 
economic development fall into three broad 
categories: (1) technical assistance to govern- 
ments; (2) measures to stimulate foreign in- 
vestment by American firms and individuals; 
and (3) programs of public investment, using 
both intergovernmental loans and grants, and 
government loans to private firms. 


The existing technical assistance programs 
provide very valuable help to underdeveloped 
countries and arouse little opposition here at 
home. The Committee supports continued and 
expanded American participation in these pro- 
grams and believes there should be continuing 
attention to their quality and their adaptation 
to the underdeveloped countries’ needs. 


Less well understood is the role of American 
investment policy in the underdeveloped world. 


The progress of underdeveloped countries 
would be well served if private American in- 
vestors were willing and able to supply most 
of the foreign capital the underdeveloped coun- 
tries could usefully absorb and if the under. 
developed countries were willing and able to 
encourage large investments from this source. 
American private participation in commercial 
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and industrial enterprises in the underdevel- 
oped world is an effective way to expedite the 
transfer of technology and to encourage the 
growth of entrepreneurship and managerial 
skills. 


However, the current volume of American 
private long-term investment in the underdevel- 
oped world is only about $500 million a year 
(net). The amount is small for several reasons. 
The need of the underdeveloped countries for 
foreign capital reflects in large part a need for 
basic economic facilities—e.g., railroads, tele- 
communications, electric power, roads and har- 
bors. In many underdeveloped countries these 
fields of investment are not now attractive to 
private foreign investors. Private fcreign in- 
vestment in the underdeveloped world is also 
limited by legal and administrative restrictions 
and by a number of special risks—foreign ex- 
change troubles, the threat of expropriation, 
and a nationalistic hostility to foreign busi- 
ness characteristic of many underdeveloped 
countries. 


Through its investment treaty program, the 
United States Government is trying to improve 
the investment climate in the underdeveloped 
world. The Committee believes the govern- 
ment should continue this program, despite the 
rather meager results so far achieved. The 
Committee has some doubts about the effective- 
ness of the United States Government’s foreign 
investment guaranty program but believes it 
merits a further period of trial. 


The Committee favors reducing by 14 points 
the corporate income tax on income earned 
from investment abroad. Consideration should 
be given to a greater reduction. Also payment 
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of taxes on the earnings of foreign branches of 
American corporations should be postponed un- 
til the earnings are transferred or repatriated. 


The Committee welcomes steps taken re- 
cently to aid private foreign investment by part- 
nership between private investors and public 
lending institutions such as the World Bank 
and the Export-Import Bank. Particularly wel- 
come is the decision to establish an Interna- 
tional Finance Corporation, as an affiliate of 
the World Bank, to invest in private under- 
takings in association with private investors in 
underdeveloped countries where sufficient pri- 
vate capital is otherwise unavailable on reason- 
able terms. 


Even after all practical measures are taken 
to increase private foreign investment, the 
underdeveloped countries will still need more 
foreign capital to accelerate their economic 
progress. The question is, is it in our national 
interest to use public funds to help meet this 
unfilled need? 


The Committee believes that it is. Consider- 
ing the importance of the underdeveloped 
countries to the security and well-being of the 
western community both in the short and in the 
long run, the Committee believes that an ex- 
panded program of public investment in under- 
developed countries is in our national interest. 


The program should be selective: it should 


be focused in the main on critical countries of 
the underdeveloped world. 


The program should be devoted mainly to 
the creation of basic economic facilities, such 
as transportation and the development of water 
resources, in situations where private investors 
are unable to meet the need. 
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Loan financing is to be preferred in most 
instances to grants. The weak foreign exchange 
position of many underdeveloped countries, 
however, makes it difficult for them to get dol- 
lar loans for development purposes. It is often 
impossible for them to meet the standards and 
the terms laid down by the World Bank and the 
Export-Import Bank. 


Accordingly, where the borrowing country’s 
ability to repay dollar loans is already fully 
committed, loans repayable in the currency of 
the borrowing country should be used. To avoid 
undesirable competition with the World Bank 
and the Export-Import Bank, loans of this kind 
should be made only where clearly necessary 
from the standpoint of American foreign policy 
and after a determination that the established 
public lending agencies cannot meet the need. 


To the limited extent possible, agricultural 
surpluses should be used as a substitute for 
either public loans or grants to provide under- 
developed countries with foreign capital. 


An expanded program of public investment 
in underdeveloped countries should be admin- 
istered by a United States agency or agencies, 
except in situations where an international ap- 
proach would clearly be more advantageous. 
In situations of that kind we favor the parti- 
ticipation of the World Bank. To participate 
effectively in an expanded program, the World 
Bank would need additional capital contribu- 
tions from its member governments and au- 
thority which it now lacks to make grants 
and development loans repayable in local 
currencies. 
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STATISTICAL APPENDIX*: 
The Flow of International Investment to Underdeveloped Countries 


y rea INVESTMENT funds have been 
moving from the United States and West- 
ern Europe to independent, non-communist 
underdeveloped countries at a rate of approxi- 
mately $1.1 billion a year, as noted on p. 11 
above. This figure does not include investments 
by the European colonial powers in their de- 
pendent territories. The capital needs of the 
dependent territories and the means of satis- 
fying them have not been considered in this 
statement because they are primarily the re- 
sponsibility of the European countries. 


The following table shows a breakdown of 
the $1.1 billion figure. The figures are for the 
most recent representative period for which 
data on an annual basis are available (see ex- 
planations below). 


$ millions 
annual rate 


FROM: United States 


Mutual Security Program 415 
Export-Import Bank (net) 72 
Private long-term investment 
(net) 500 
World Bank (net) 98 
Western Europe, public and pri- 
vate (net) 
TOTAL 1,135 


Mutual Security Program. The $415 mil- 
lion figure represents estimated expenditures 
for the fiscal year ending June 30, 1956. It 
includes $162 million of “development assist- 
ance” and $153 million of “technical assist- 
ance,” including the United States contribution 
to the United Nations Technical Assistance 


*Prepared by CED Research Staff. 


Program. Strictly speaking, that part of the 
technical assistance item which pays for tech- 
nical services rather than for capital equipment 
should not be included because it is not invest- 
ment. However, the technical assistance item 
also includes funds for capital equipment. Be- 
cause the line between the two is not easily 
drawn, the whole amount has been included. 
The $415 million item includes, in addition to 
“development assistance” and “technical as- 
sistance,”” $100 million for the President's 
Fund for Asian Economic Development. 


The $415 million item is a part of the $1,681 
million of economic aid appropriated under 
the Mutual Security Program for the fiscal year 
1956. This total breaks down as follows (in mil- 
lions of dollars) :' 


Economic development and technical 
assistance 415 
Defense support 999 
Other non-development programs 167 
Contingency fun 100 
TOTAL 1,681 


Total foreign aid expenditures in fiscal 1956 
under the Mutual Security Program are esti- 
mated at $4.2 billion, including the above $1.7 
billion of economic aid and $2.5 billion of 
military aid. 


1 Data on the Mutual Security Program for fiscal year 1956 
are from International Cooperation Administration, Opera- 
tions Report, Washington, D.C., November 16, 1955. Sales 
of surplus agricultural commodities for foreign currencies in 
fiscal 1956 under Section 402 of the Mutual Security Act of 
1954 as amended are financed out of this economic aid total. 
Sales of surplus commodities for foreign currencies in fiscal 
1956 under the Agricultural Trade Development and Assist- 
ance Act of 1954 are financed under another appropriation. 
These programs are briefly described on p. 23 of this state- 
ment. 
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Export-Import Bank. The figure of $72 
million is a net figure in the sense that $77 mil- 
lion of repayments to the Export-Import Bank 
from independent underdeveloped countries 
have been deducted from gross disbursements 
of $149 million. These figures are for calendar 
1954, the most recent year for which complete 
figures are now available.’ 


World Bank (International Bank for Re- 
construction and Development). The net figure 
of $98 million consists of $102 million of gross 
disbursements to independent underdeveloped 
countries, minus $4 million of repayments. 
These figures are for calendar 1954, the most 
recent year for which complete figures are now 
available.’ 


U.S. Private Foreign Investment. The 
$500 million figure includes both reinvested 
earnings of American corporations operating 
in independent underdeveloped countries and 
new direct investments. It also includes a small 
amount of portfolio investment in Israel. The 
$500 million figure is an average for the three 
years 1952 through 1954, the last year for 
which complete data are now available. A 
three-year average gives a better picture of the 
rate of capital movement than do data for a 
single year, because the rate fluctuates widely 
from year to year. 


The private investment figure is a net figure 
in the sense that capital repatriated by Ameri- 
can corporations operating in independent 
underdeveloped areas has been deducted from 
it. This deduction is sizeable, amounting to 
$250-300 million a year in the three-year 


'Source: Export-Import Bank of Washington, Semiannual 
Reports to Congress for 1954, Washington, D. C. 

3Source: Data obtained from the International Bank for Re- 
construction and Development, Washington, 
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period 1952-54. Thus, gross United States 
private investment in independent underdevel- 
oped countries in this period was $750-800 


million per year." 


In arriving at the $500 million figure for 
U. S. private investment, no deduction has been 
made to reflect the inflow of funds for long- 
term investment into the United States from 
independent underdeveloped countries. In the 
four-year period 1950-54, this inflow averaged 
about $60 million per year, most of it repre- 
senting the purchase of American corporate 
securities by residents of independent under- 
developed areas.’ Unlike the repatriation of 
capital by American corporations, this inflow 
is entirely unconnected with the outflow of U. S. 
private investment to underdeveloped countries. 


Western Europe. The figure of $50 mil- 
lion net, annual rate, is a rough estimate for 
the three years 1952-54, based on international 
balance-of-payments data published by the In- 
ternational Monetary Fund.’ Private invest- 
ment by Britain in underdeveloped Sterling 
Area countries accounts for most of this 
amount. It should be noted that this figure re- 
fers only to investments in independent under- 
developed countries. It does not include the 
sizeable flow of private long-term investment 
funds from Britain to relatively developed 
countries such as South Africa, Australia and 
New Zealand, nor investments by the European 
colonial powers in their dependent territories. 
iSource: Department of Commerce, Washington, D. C., Sur- 
vey of Current Business, August 1955, p. 16, Table 5; and 
January 1954, p. 9, Table 4. 
3Source: See Department of Commerce, Survey of Current 


Business, May 1954, p. 12, Table 2, and August 1955, p. 12, 
Table 2. 


3International Monetary Fund, Balance-o/-Payments Y ear- 
book, Washington, D.C., 1955. 
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The Committee for Economic Development 


HE COMMITTEE FOR ECONOMIC DEVEL- 

| OPMENT is a non-profit organization of 
150 leading businessmen and educators 

who are devoting their time, experience and 
resources to objective economic research and 
education. It is supported by voluntary contri- 


butions from business and industry and is non- 
partisan and non-political. 


CED was incorporated in September, 1942, 
with Paul G. Hoffman as its first chairman. It 
grew out of an idea advanced in 1939 by Mr. 
Hoffman and other leaders in business and 
education that “‘we should enlist the services 
of the best brains from our universities and 
from business and put them to work in solving 
the problems of how high productive develop- 
ment can be attained and maintained in a free 
society.” 


CED is dedicated to these basic objectives: 


1) To develop, through objective re- 
search and discussion, findings and 
recommendations for business and 
public policy which will contribute to 
the preservation and strengthening of 
our free society, and to the mainte- 
nance of high employment, increas- 
ing productivity and high standards, 
greater economic stability and greater 
opportunity for all our people. 


2) To bring about increasing public un- 
derstanding of the importance of these 
goals and the ways in which they can 
be reached. 


32 


The first objective is the responsibility of 
CED’s Research and Policy Committee; the 
second, the responsibility of the Information 
Committee and the Business-Education Com- 
mittee. 


THE RESEARCH PROGRAM 


CED’s research program is directed by the 
Research and Policy Committee, composed of 
35 businessmen selected from the Board of 
Trustees. This Committee is aided in carrying 
out the research program by a Research Ad- 
visory Board of leading economists and othe: 
social scientists and by a small Research Staff 


The Research and Policy Committee is solely 
responsible for the Statements on National Pol- 
icy. These statements, issued as pamphlets, are 
the result of months of careful study and fre- 
quent meetings.* The research of each state- 
ment is undertaken by a subcommittee, with the 
full Research and Policy Committee partici- 
pating in the drafting of findings and recom- 
mendations. Throughout the period of prepa- 
ration, the Committee and subcommittee hold 
meetings at which the problems being consid- 
ered are discussed with the Research Advisory 
Board, the Research Staff and others with spe- 
cialized knowledge in the field. When the 
Committee has approved publication of a state- 
ment, any Committee member may submit a 
signed memorandum of comment, reservation 
or dissent, which must be published with the 
statement. 


*See Pages 34-35 for list of current Statements on National 
Policy and other publications 
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In its deliberations, the Research and Policy 
Committee draws extensively on research ma- 
terials. In some cases these take the form of 
relatively brief Research Memoranda, pre- 
pared by experts in the field, which bring to- 
gether pertinent factual and analytical mate- 
rial for committee consideration. These mem- 
oranda are ordinarily not published. In other 
cases full length research monographs are pre- 
pared by scholars in the field being studied. 
These Research Studies are published as books 
by CED. The authors are assured complete 
freedom of conclusion and expression under 
CED’s By-Laws. 


THE INFORMATION PROGRAM 


To aid in carrying out CED’s second basic 
purpose — increasing public understanding of 
our economy —the Information Committee di- 
rects the distribution of CED research products 
and the preparation of interpretive material. 
Statements on National Policy and other CED 


publications are regularly distributed to or- 
ganizations, publications and individuals 
throughout the country. 


THE EDUCATION PROGRAM 


A CED business-education program was es- 
tablished in 1947. Embracing scores of dif- 
ferent field projects in economic research and 
education, this activity is directed by the Busi- 
ness-Education Committee, whose membership 
includes leading educators and businessmen. 
CED cooperation in the various projects rests 
on the principle of leadership by a university 
or other established educational unit combined 
with active participation and support by busi- 
ness and community leaders. In general, the 
projects fall into these classifications: (1) col- 
lege-community research projects, (2) eco- 
nomic education in the public schools, and (3) 
cooperation with national, community and busi- 
ness organizations. 
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Following is a partial list of CED publications. 
Publications This list includes only those currently available. 
PRICES LISTED ARE FOR SINGLE COPIES. PRICES FOR QUANTITY 


ORDERS AND SPECIAL ARRANGEMENTS FOR EDUCATIONAL GROUPS 
ARE SHOWN IN THE BACK OF THE BOOK. 


ECONOMIC STABILIZATION 


Statements on National Policy 
DEFENSE AGAINST INFLATION: Policies for Price 


Stability in a Growing Economy/July, 1958 ..... eter sor ee ehrec: ., 

THE CRUELEST TAX by T. V. Houser/July, 1958 

Summary presentation of foregoing policy statement.................0005. 50¢ 
MANAGING THE FEDERAL DEBT/Sept., 1954 .... 2... cee eee 75¢ 
DEFENSE AGAINST RECESSION: POLICY FOR GREATER ECONOMIC 

I a a... 5 SUNS BE ON wk ele otc Wwli'd oluwels sie eld’ s 0° 75¢ 


FLEXIBLE MONETARY POLICY: WHAT IT IS AND HOW IT WORKS/March, 1953 . .50¢ 


MONETARY AND suc’ POLICY FOR GREATER ECONOMIC 
UPON PU INUUUN BS OSS. FUE. ttc ccc c cscs niece 50¢ 


TOWARD MORE asthenia: MORE JOBS AND MORE FREEDOM /Oct., 1945 | .50¢ 


Material based on CED research 
THE REALITIES OF TIGHT MONEY by J. Cameron Thomson/Oct., 1956 ......... 25¢ 
THE STABILIZING BUDGET POLICY: WHAT IT IS AND HOW IT WORKS/July, 1950. 25¢ 


TAXES AND EXPENDITURES 


Statements on National Policy 


TAX REDUCTION AND TAX REFORM—WHEN AND HOW/May, 1957........... .75¢ 
TAXATION FOR GROWTH by J. Cameron Thomson/May, 1957 
Summary presentation of foregoing policy statement ................... 50¢ 


CONTROL OF FEDERAL GOVERNMENT EXPENDITURES/Jan., 1955 ...... 
TAXES AND THE BUDGET: A PROGRAM FOR PROSPERITY INA 
Pe I YW, CE oles nc ccc ccseesnwteseccevense eee wha Sate 50¢ 
Material based on CED research 
STATE AND LOCAL TAXATION: ears ISSUE 


i De SOFTEE. MT 5... apWG deibic 4:6 0:6 peble dawem se eees oe 25¢ 
BUDGETING BILLIONS: CED'S a FOR ECONOMY IN FEDERAL 
SPENDING by J. Cameron Thomson/May, 1955 ................005. ... 25¢ 
INTERNATIONAL 
Statements on National Policy 
ECONOMIC DEVELOPMENT ASSISTANCE /April, 1957 .... 2... 6... cee eee 75¢ 
ECONOMIC DEVELOPMENT ABROAD AND THE ROLE OF AMERICAN 
TMM, MD vcs cctacsgacuderstssessecsssevacsces 75¢ 
OTe ev CHINE WU OI, BOSE SRST Sec cece nse cescces 75¢ 


THE THREAT TO OUR NATIONAL SECURITY /Sept., 1952 ........ 


Presentations to CED Trustees 
SOVIET PROGRESS vs. AMERICAN ENTERPRISE/March, 1958 ............... $2.00 
(This book should be ordered from Doubleday & Co., or local book store) 


PRICE AND WAGE CONTROLS 


Statements on National Policy 


ENDING PRICE-WAGE CONTROLS/June, 1952 
EE oi 5b de cees sac ceseavees essed siiewe ss 25¢ 


USES AND DANGERS OF DIRECT CONTROLS IN PEACETIME/July, 1949 ........ 50¢ 


ECONOMIC GROWTH 


Statements on National Policy 


ECONOMIC GROWTH IN THE UNITED STATES — 
SE 5 ay 5. 6s'p Caen eeale sd savinwccsseeseseeve 50¢ 


HOW TO RAISE REAL WAGES/June, 1950 .......... 2.0... ccc ccc ccc eee eens 50¢ 
Presentations to CED Trustees 


THE LITTLE ECONOMIES 
Problems of U.S. Area Development/May 1958 ............... 6... ce eee eee 50¢ 
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ADDITIONAL POLICY STATEMENTS 
THE PROBLEM OF NATIONAL SECURITY — 


Some Economic and Administrative Aspects/July, 1958 .............. er 

THE DEFENSE WE CAN AFFORD by James F. See aa 1958 - _ 

Summary presentation of foregoing policy statement ..............0.0.0....00.0006 50¢ 
TOWARD A REALISTIC FARM PROGRAM/Dec., 1957 

Te kg ee ee rr 50¢ 
MODERNIZING THE NATION’S HIGHWAYS/Jan., 1956 ..............60 ccc eeeee 75¢ 
MEETING THE SPECIAL PROBLEMS OF SMALL BUSINESS/June, 1947 ......... 50¢ 


GENERAL CED PUBLICATIONS 


PROBLEMS OF UNITED STATES ECONOMIC DEVELOPMENT 
Vol. |/Jan., 1958—The 48 papers written by outstanding 
scholars and leaders in public affairs for CED’s Symposium 
on Problems of U. S. Economic Development ..............500see eee $2 50 
Vol. I!/June, 1958—The 50 papers judged the best in 
CED's Free Worid-wide competition on ‘‘What is the 
Most Important Economic Problem to be Faced by the 


United States in the Next Twenty Years” .............. ccc ee cee eeeees $2.50 
ANNOUNCEMENT OF A NATIONAL GQMMISSION ON 
RE RGD Gore SI BE oc oc ccmancponsacesAnaee ccccccduvereae Free 
RO ne VU daa tae Sacssungcee rene es sce cesses cet dmgnie ie Free 
THE NEW OPPORTUNITY by Donald K. David/May, 1957 ............cceceeees Free 
THE ROOTS OF CONFIDENCE by J. D. Zelierbach/Aug., 1956 ...............05. Free 


SUPPLEMENTARY PAPERS 


THE NEW ROLE OF THE SOVIETS IN THE WORLD ECONOMY 
by Michael Sapir, 64 pages/May, 1958 ............ 0. ccc ccc cece cee eens 50¢ 


PROBLEMS IN ANTI-RECESSION POLICY 
Eleven memoranda by CED economists and consultants, 
DER. ORIG SOIT Be ere ee os oc OU UT IFOUN TH ccc cccneceres $1.00 


ECONOMICS OF A FREE SOCIETY by William Benton, 8 pages/Dec., 1944 ....... Free 


RESEARCH STUDIES 
THE BUDGETARY PROCESS IN THE UNITED STATES by Arthur Smithies, 


SBb Bane / Marah, 2G is iiss 50.00 «+ ceweewwew veers eerwess oss caneeoncet $6.50 
AMERICAN MONETARY POLICY by E. A. Goldenweiser, 
Se OS Ne, TE i rene 0 0 0 0:0 REET SCN Th onc cack adecan $6.00 


(The foregoing titles should be ordered from the McGraw-Hill Book Co., Inc., 
830 West 49nd Street, New York 36, N. Y., or local hook store.) 


STABILIZING CONSTRUCTION: THE RECORD AND POTENTIAL 


by Miles L. Colean and Robinson Newcomb, 340 pages/Dec., 1952 ....... $6.00 
NATIONAL SECURITY AND INDIVIDUAL FREEDOM by Harold D. Lasswell, 

OTF. LOE oa PGES oe 0 0 00 00.0 SUORWE TS UOCUNS oo . VETER FN% $3.75 
SMALL BUSINESS — !TS PLACE AND PROBLEMS by A. D. H. Kaplan, 

NS RN eee $4.50 
CONTROLLING WORLD TRADE —CARTELS AND COMMODITY AGREEMENTS 

by Edward S. Mason, 306 pages/Aug., 1946 ............ 0... ccc cece $3.00 
POSTWAR TAXATION AND ECONOMIC PROGRESS by Harold M. Groves, 

EY GED o's +4 ccd awins cheer a ands Uawas eenaerate hs sheet $4.50 


For additional copies, or further information about CED, write: 


Alfred C. Neal, President; COMMITTEE FOR ECONOMIC DEVELOPMENT 


711 Fifth Avenue, New York 22, N. Y. 
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This Statement on National Policy represents the views of 
the members of the Research and Policy Committee of the 
Committee for Economic Development and of the Subcom- 
mittee responsible for drafting it. 


The Research and Policy Committee is directed by CED’s 
by-laws to: 


“Initiate studies into the principles of business policy 
and of public policy which will foster the full contribu- 
tion by industry and commerce to the attainment and 
maintenance of high and secure standards of living for 
people in all walks of life through maximum employ- 
ment and high productivity in the domestic economy.” 


The by-laws emphasize that: 


“All research is to be thoroughly objective in character, 
and the approach in each instance is to be from the 
standpoint of the genera! welfare and not from that of 
any special political or economic group.” 


The Research and Policy Committee is composed of 39 
Trustees from among the 150 businessmen and educators 
who comprise the Committee for Economic Development. 
It is aided by a Research Advisory Board of leading econo- 
mists, a small permanent Research Staff, and by advisers 
chosen for their competence in the field being considered. 


Each Policy Statement is preceded by discussions, meetings, 
and exchanges of memoranda, often stretching over many 
months. The research is undertaken by a subcommittee, with 
its advisers, and the full Research and Policy Committee par- 
ticipates in the drafting of findings and recommendations. 


Except for the members of the Research and Policy Com- 
mittee and the responsible subcommittee, the recommenda- 
tions presented herein are not necessarily endorsed by other 
Trustees or by the advisers, contributors, staff members or 
others associated with CED. 


The Research and Policy Committee offers these Policy 
Statements as an aid to clearer understanding of the steps 
to be taken in achieving sustained growth of the American 
economy. The Committee is not attempting to pass on any 
pending specific legislative proposals; its purpose is to urge 
careful consideration of the objectives set forth in the State- 
ment and of the best means of accomplishing those objectives. 
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Economic Development Assistance 


I. A NEW FORCE 
IN WORLD AFFAIRS 


The United States is faced today by a new im- 
perative of world politics calling for funda- 
mental reassessment of this nation’s foreign 
assistance policy. This new force in world 
affairs is the need, and the desire, of under- 
developed countries in the Free World for 
economic growth. 

Two-thirds of the Free World’s people live 
in economically less-developed areas that span 
most of Asia, the Middle East, Africa and 
much of Latin America. Diverse in race, re- 
ligion and culture, these people, with few ex- 
ceptions, share one common condition: their 
production, their income and their living 
standards are low. 

They produced in 1955, on the average, only 
about $100 worth of goods and services a year, 
compared with $2,000 in the U. S. and with 
$1,000 generally in the better developed parts 
of the Free World. (Rounded figures, based 
on national income and population estimates 
by the U. N.) Their estimated life expectancy 
is 36 years, about half as long as the life ex- 
pected in the rest of the Free World. 

These figures describe poverty, a tradi- 
tional condition in the underdeveloped world. 
But a new element has entered this chronic 
situation — the ancient resignation of the un- 
derdeveloped areas to poverty is disappearing. 

This charging of old need with new desire 
has created an explosive situation in the un- 
derdeveloped world. In some places resigna- 
tion to low standards of living has thus far 
been replaced only by vague and general re- 
sentment against the state of things as they 
are. In other places, the leaders, if not the 
people generally, have been fired by a growing 
knowledge of better developed countries to de- 
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é Per capita income figures represent national income divided by population. 
1 

Standard exchange rates used, except in South America where multiple rates exist. 
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sire and demand speedy economic growth for 
their countries. 

It has become clear that this demand of the 
underdeveloped areas for a better way of life 
is one of the most important facts of present 
world conditions, and that its importance will 
grow. It is a demand strong enough to shape 
world history in desirable or undesirable 
ways, because the efforts of leaders in under- 
developed countries to bring about economic 
progress can take the way of peaceful develop- 
ment and growing freedom, or can lead, 
through frustration, to violence, communist 
subversion or other forms of regimentation. 

The needs and desires of the underdevel- 
oped world for economic growth touch the in- 
terests of the people of the United States in 
several important respects: 


1. It is vital to our national security that 
these nations should be stable, peaceful and 
independent — not necessarily allies, and cer- 
tainly not “satellites”, but independent. Deep- 
ly resented poverty and a frustrated desire 
for progress are not conditions in which sta- 
bility, peace and independence can be expected 
to grow. 


2. Economic growth in areas comprising 
half the globe and where over a billion people 
live could not fail to enrich world trade and 
investment opportunities, including our own. 


3. As individuals and as a nation we 
have a traditional humanitarian concern with 
the well-being of people everywhere. 


These interests require the United States to 
frame and carry out a policy designed spe- 
cifically to assist economic development in the 
Free World. 

Past foreign aid programs, big as they 
were, have not constituted such a policy. For 
instance, of the $5 billion of foreign grants 
and credits extended by the U. S. last year 
(1955-1956) only $1.3 billion was economic 
aid to the underdeveloped countries (other 
than for relief or famine and disaster). 

Most of the economic aid we gave in these 
countries was closely tied to defense objec- 
tives. All but $450 million went to seven coun- 
tries with which we have important military 
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arrangements. This $450 million is an index 
of our attention to the problem of economic 
development as a means to independence and 
stability. 

Events in the Middle East during the fall of 
1956, while study for this statement was in 
progress, demonstrated the fragility of peace 
in the underdeveloped areas. Moreover, the 
immediate results of the Suez crisis, and lin- 
gering tensions arising from it, foreshadowed 
the dangers and costs that may flow from dis- 
turbances anywhere in the vast underdevel- 
oped area of new, uncertain and weak nations 
stretching from the borders of Russia almost 
to the borders of the United States. 

The Suez crisis showed Russia’s readiness 
to exploit the hopes, the weaknesses and the 
resentments of these countries, and the con- 
siderable effectiveness of such exploitation. 

The crisis brought Russia and the United 
States immediately to a dangerous confronta- 
tion in the Middle East. 

The economic repercussions of the crisis 
upon our allies in Europe, and upon nations 
directly involved in the Middle East, called 
immediately for increased assistance outlays 
by this nation. 

The new, higher level of international ten- 
sion resulting from the Suez crisis may have 
long and costly effects upon our defense ex- 
penditures. 

These things demonstrate, in short, that 
both the internal and external affairs of this 
nation are bound up with affairs of the nations 
of the underdeveloped world, and they show 
the worldwide effects of a break in the peace 
of the underdeveloped nations. 

The Committee believes assistance to eco- 
nomic development to be the most hopeful 
way the United States could try to help the 
underdeveloped nations from weakness to 
strength, from dependence to independence, 
and from uncertainty to stability. 

The dissatisfactions of the underdeveloped 
nations first took form in a drive for change 
that has already resulted, since World War II, 
in a decisive alteration in the world balance of 
power: final disruption of the colonial struc- 
ture that long underpinned global political 
and economic organization. 
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We are now witnessing the second phase of 
that historic process: a phase that will in 
large part determine how the new nations will 
use their new weight in world affairs. The 
formerly colonial nations are now demand- 
ing the bread as well as the breath of inde- 
pendence. They want freedom, not only in its 
negative sense of absence of external control, 
but also in the positive sense of capacity to 
decide and to act. Looking about them, they 
observe that economic strength is a prere- 
quisite to such positive freedom. 
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There has also been an awakening in the 
past decade of peoples long politically inde- 
pendent, but economically dormant. Much of 
the Middle East and Latin America is feeling 
this stirring, partly inspired by achievements 
of the ex-colonial peoples and partly inspired 
by regenerative efforts of countries like Tur- 
key and Mexico. 

Finally, in large areas, mainly in Africa, 
peoples under colonial tutelage are demanding 
a start at least toward political independence 
and economic progress. 
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ll. A NEW THREAT TO THE FREE WORLD 


The changed status and aspirations of the less 
developed countries have opened a new, broad 
path of assault upon the Free World by inter- 
national communism. 

During the postwar era in which the un- 
derdeveloped world was stirring awake, creat- 
ing a new and untested scale of world power 
balances, international communism found it- 
self unable to win a majority at the ballot box 
in any Western European nation. 

Communism was also, meanwhile, re- 
strained from imposing itself militarily in 
Western Europe by the combined strength of 
the North Atlantic Treaty Organization coun- 
tries. Our military assistance to our allies in 
Asia, and their will to resist, has restricted 
the military imposition of communism there. 

International communism is now using 
another means of attack upon the Free World. 
By economic, political and cultural contacts, 
the communist powers are trying to exploit 
the ignorance, poverty, physical suffering and 
sense of being the world’s forgotten people 
found in the underdeveloped, and uncom- 
mitted, nations of the Free World. 

Communist success in this field could load 
the new scales of world power materially in 
favor of Russia. 


There is no lack of evidence that in the past 
three years the communist countries have 
made a major, and effective, effort to expand 
their economic relations and general contacts 
with the independent underdeveloped coun- 
tries, countries often of large, or strategic 
area, with big populations and unplumbed 
economic potentials. There is no reason to be- 
lieve this effort differs in any way from the 
announced long-term aim of communism 
everywhere: to subvert and finally control 
these nations, as a step toward world com- 
munist authority. 

According to a recent government report’, 
the Soviet Union and Czechoslovakia ex- 
tended in 1955 nearly $600 million in credits 
for economic and technical assistance. Yugo- 
slavia, Egypt, India and Afghanistan each got 
about $100 million. The same government re- 
port said also that: 

— Russia or her allies have also offered help 
or made assistance agreements in Burma, In- 
donesia, Ceylon, Pakistan, Thailand, Cam- 
bodia, Syria, Lebanon, Iran, Liberia, Ethiopia 
and the Sudan. 


'‘Surveu of East-West Trade in 1955 (Eighth Semi- 
Annual Report on operations under the Mutual De- 
fense Assistance Control Act of 1951.) 
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— In 1955, Russia and her allies concluded 
29 new trade agreements with non-communist 
countries, 23 of them in the underdeveloped 
world. 


This communist activity in the underdevel- 
oped world does not mean that economic 
growth there is a potential benefit to com- 
munism. 


It means that the communists have recog- 
nized the intense interest of the underdevel- 
oped countries in economic growth, and that 
the communist powers are using this interest 
to serve their own desire to penetrate the area. 


This should alert us to a danger. But it does 
not mean we should seek to compete with the 
Russians and their allies by trying to match or 
exceed their every offer. 


First, we have no evidence that the com- 
munists are making any organized attempt to 
spur the economic growth of the underdevel- 
oped world. Apart from a few countries of 
special interest to Russia, communist eco- 
nomic assistance is scattered. It is, moreover, 
expended everywhere to a considerable extent 
on projects with strong public relations im- 
pact: a steel mill where steel mills have be- 
come the symbol of progress; an atomic labo- 
ratory where such a project is a much desired 
sign of modernity; a street paving project 
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where unpaved streets have become a symbol 
of backwardness. 

Such propaganda-loaded assistance might 
promote development, if it coincided with the 
most urgent development needs of the coun- 
try assisted. It might also retard development, 
if projects chosen for propaganda value took 
the plate of assistance to other projects more 
badly needed in an economy struggling with 
the complex problems of boosting economic 
growth. Communism might be well served, as 
it is usually served by turmoil, if disappoint- 
ment and frustration were to follow mis- 
placed assistance. 

Second, any attempt to compete with such a 
program would, at worst, fall in with com- 
munist objectives by ending in unrest or up- 
heaval, and would at the best tend to draw us 
off from the objectives of value to us and to 
the needy countries: sustained economic 
growth, increasing stability, and indepen- 
dence. 

The competition that concerns us is a dif- 
ferent one. It is the race, for economic growth, 
between the independent countries and coun- 
tries in Russia’s orbit, in particular, China. 
This is a race we cannot afford to lose if we 
want to make the Free World an obviously 
better place to live in than the communist 
world. 


Ill. A NEW CONCEPT OF OUR SECURITY 


These considerations call for a new, broader 
concept of our national security. This concept 
must cover alike the undiminished military 
threat from the communist powers, and the 
danger that may arise from gradual political 
realignments favoring Russia in a large part 
of the globe that is now uncommitted. We 
must be as sensitive to political tensions be- 
tween and within nations, tensions that invite 
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eventual military settlements, as we are to 
military pacts obviously directed against us. 

In this context, we cannot safely fail to take 
full account of the efforts of international 
communism to expand its contacts — and in- 
fluence — in the underdeveloped, and uncom- 
mitted nations. 

Equally, we cannot ignore the opportunity 
we have to influence the development of these 
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nations in ways favorable to them and to us. 

The Committee sees in economic develop- 
ment of the less advanced countries an oppor- 
tunity to increase their national stability. This 
contributes to our securiiy by giving the emer- 
gent nations a better chance than their pres- 
ent weakness affords to grow in strength and 
influence in world affairs without internal 
regimentation or external adventuring stem- 
ming from resentment and frustration. 

A large body of stable and truly indepen- 
dent countries in the areas of the globe lying 
between Soviet Russia and the United States 
would serve to reduce competitive tensions. 
As such, there is the possibility that in time 
the independence and stability of the under- 
developed countries would be a factor in re- 
ducing our necessary outlays for military 
security. 

Finally, the Committee is of the opinion 
that we must now look upon economic develop- 
ment assistance to the free, underdeveloped 
nations as a major direct element of our long- 
term efforts to make our own freedom secure. 
Their continued independence is a bulwark to 
our security, a greater bulwark the greater 
their own strength and determination to re- 
main independent. Their independence should 
be the aim of our policy toward them. That ob- 
jective serves their own interests as faithfully 
as it serves ours. 


Other U. S. interests in economic develop- 
ment... 


While our own security must be our first, 
ruling concern, the United States also has 
other valid interests in the economic growth 
of the poorer nations in the Free World com- 
munity. 

The economic interests of the United States 
in the growth of the less developed members 
of the Free World community are real, but 
probably not critical, in relation to the total 
size of our economy. Nevertheless, develop- 
ment of a part of the world containing over a 
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billion people who now produce and consume 
too little could hardly fail to add to the size of 
our foreign trade, perhaps to increase it con- 
siderably. It should also enrich American lives 
by increasing the variety of goods in our mar- 
kets, and by increasing opportunities for work 
and travel abroad. 


The underdeveloped countries are the ma- 
jor producers of many critical raw materials. 
For instance, the Middle East holds two- 
thirds of the world’s proved oil deposits; un- 
derdeveloped countries produce nearly all the 
tin — the U. S. has none; the Belgian Congo 
produces 60 per cent of the world’s uranium 
and 90 per cent of its radium; the entire nat- 
ural rubber supply comes from countries in 
underdeveloped areas. It is important for both 
our productivity and our security to keep 
these and many other materials from slipping 
behind the Iron Curtain, by encouraging the 
countries where they are produced to remain 
independent. 

Bigger economies in the now poorer parts 
of the Free World would probably have great- 
er economic effect-on our industrial allies in 
Europe than upon the United States, since 
their dependence on foreign trade is much 
larger than ours. This side effect would 
strengthen the entire Free World, as our in- 
dustrial allies would then be better able to 
bear the costs of defending their freedom and 
to share in the defense and development of the 
rest of the Free World. 

Also, the American people have a tradition- 
al concern with the well-being of others less 
fortunate. We have demonstrated this concern 
throughout our history by many private and 
public acts that have given this nation a char- 
acter apart in world affairs. It may be that 
most Americans, while cognizant of the rela- 
tion of economic development to their own 
security and their economic interests, would 
nevertheless find their greatest satisfaction in 
the simple act of helping poverty-crippled 
people toward a better life. 
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TV. WHAT DEVELOPMENT ASSISTANCE CAN DO 


We would make a major blunder, in entering 
upon a development assistance program, to 
expect too much of it in too short.a time in 
terms of economic results, or to expect devel- 
opment assistance to solve all our problems 
vis-a-vis the underdeveloped nations of the 
Free World. 

The emergence of these nations faces the 
United States, as it faces every settled power, 
with a wide range of problems extending far 
beyond economic matters. The underdevel- 
oped countries place economic growth high 
among their demands. But they want much 
more: a complete change in Western attitudes 
toward once colonial peoples, trade arrange- 
ments that take account of their changed con- 
dition and aims, a serious place in interna- 
tional councils, and acceptance of their own 
evaluation of their proper role in interna- 
tional affairs. Their economic development 
will have something to do with their develop- 
ment in each of these other respects, but it 
will not by itself be controlling. 


Even in its own field, development assist- 
ance cannot be regarded as a panacea. In the 
first place, outside assistance to the under- 
developed countries, although essential if they 
are to grow economically, can only. be the ex- 
tra boost that may make success possible. The 
fundamental effort must come from the peo- 
ple of the underdeveloped areas. They must 
not only desire economic growth, they must 
also be willing to devote their energy, talents 
and resources to it, and to discipline their de- 
sires in favor of growth. Without such dedi- 
cation on their part, our help cannot make 
their economies grow significantly. Where 
there is such dedication, our assistance can 
make the difference between a hopeless task 
and one that can be accomplished. 


Secondly, the ambitions of the underdevel- 
oped world for speed in economic development 
are probably too high to be met. We must ex- 
pect there will be disappointments. Where 
development takes hold, success itself will 
often create problems, as long-accustomed so- 
cial and economic patterns are broken, and 
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new societies emerge with the new economies. 
Serious as such disturbances may become in 
some places, we must take the risk, since the 
alternative holds greater risks — widespread 
unrest, aimless adventuring and violence, and 
the possibility of communist subversion or 
other regimentation arising from frustration. 

The course upon which the underdeveloped 
world has embarked will not be an easy one, 
for the underdeveloped countries or for the 
rest of the world. But achievements are pos- 
sible, given: 

A sincere effort by the underdeveloped 
countries to achieve economic growth, 
and 

A long-range commitment by the 
United States to helping the poorer coun- 
tries of the Free World help themselves. 


The speed and scale of achievements will 
vary with the tremendously varying condi- 
tions to be encountered in different places of 
the underdeveloped world. But everywhere, 
within the range of the achievable, the dif- 
ference between good performance and bad 
performance will be hope, and a sense of ac- 
complishment, rather than despair and frus- 
tration. The first lays the basis for peace; the 
second, for violence. 

Too fast timetables or too ambitious goals 
will have to be revised. But good performance 
in economic development will permit these 
revisions in a spirit of progress and realism. 
In such an atmosphere disappointments can 
be kept in perspective, and need not assume 
the proportions or bring on the consequences 
of failure. 

We should not expect that our assistance to 
the underdeveloped countries will necessarily 
make them friends, allies or imitators of our 
society, although such results may sometimes 
occur. They are not, however, the central goal 
of economic development assistance. The goal 
is to encourage a process of economic growth 
sound enough to become self-sustaining. Be- 
yond this, we look for the benefits to us, to 
them and to the world at large of their inde- 
pendence and stability 
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Vv. THE COMMITTEE'S CONCLUSIONS 


1. Success in economic development can 
be promoted in the underdeveloped world by 
United States capital and technical assistance 
applied where honest efforts at self-help are 
made. 


2. Where success in economic develop- 
ment oceurs the prospects for stability and 
independence will be made more favorable in 
a large area of the world now dangerously un- 
stable and unsure of its future. 


3. The United States national interest 
would be served by growing stability and in- 
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dependence of the now underdeveloped coun- 
tries. 


4. The United States should consequent- 
ly undertake an improved, enlargéd and long- 
term program of Economic Development 
Assistance to free countries.* 


5, The Committee recommends the use 
of Economic Development Assistance as an 
instrument of national policy. This means 
that the direction, amount and timing of as- 
sistance should be governed by the test of our 
long-run national interest. 





*Footnote by T. V. Houser, with which Theodore O. 

Yntema has asked to be associated ; 

“Considering first the matter of military assistance, 
I do not see how any private citizen can have a very 
intelligent judgment regarding the amount of mili- 
tary assistance and defense support where the cri- 
terion is the overall defensive position of the United 
States. I have always thought there was much merit 
in requiring such expenditures to be considered part 
of the defense budget, making the Defense Depart- 
ment accountable for seeing that funds were justified 
on this premise. 


“In the second place, I further understand that a 
large part of the so-called non-defense portion of 
foreign aid goes to shore up the economies of such 
strategically important countries as Turkey, South 
Korea and so forth. I would certainly agree with the 
authorities that such countries should not be allowed 
to fall into chaos, but again the study of just what it 
takes to keep such countries going is clearly beyond 
the knowledge of any of us. 


“We come thirdly to the matter of development as- 
sistance to underdeveloped countries where military 
strategy and broad defense considerations are not 
involved. I do not agree with the rather sweeping as- 
sumptions of this report that such aid should be ex- 
panded. I have no reservations regarding such credit 
extension when made through the institutions set up 
primarily for this purpose — Export-Import Bank, 
World Bank, International Finance Corporation. I 
take no doctrinaire opposition on government-to-gov- 


ernment grants for projects clearly within the realm 
of generally accepted state authority, i.e., harbors, 
roads, bridges, irrigation, and in some cases, power 
plants. I would think that practically all projects of 
this character would be such that the general credit 
status of the country would permit repayment, which 
would then qualify the project for handling by one of 
these appropriate financial institutions. 

“In the fourth place, I have grave doubts as to the 
propriety of U. S. Government grants where private 
business interests are involved. In most cases, private 
nationals of the country operate under a form of 
capitalism different from the competitive U, S. capi- 
talism created by our fundamental laws, such as the 
Sherman Act, the Clayton Act, and the Federal Trade 
Commission Act. The proponents’ of such aid have 
never demonstrated that Capitalism as practiced’ in 
these countries is of itself a protection against social- 
istic and communistic influences. Extension of such 
aid to private interests, consisting in whole or in part 
of U. S. nationals, seems impractical. Our American 
system of free, but competitive enterprise needs to 
be interpreted to these countries by example and word. 
An effective answer will not come to this basie problem 
by U. S. funds going to foreign governments for in- 
dustrial purposes, nor to foreign private nationals. In 
short, this paper assumes that a premise has been 
established, when in my judgment it has not. 

“As for class five, technical assistance in courtries 
qualified to carry out proper application of such tech- 
nical knowledge and with competent U. S. supervi- 
sion is to be encouraged.” 
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VI. EIGHT GUIDING PRINCIPLES 


The Committee suggests eight principles 
which it believes should guide the program it 
recommends. 

1. Economic development is a long- 
term process that can be advanced effectively 
only with a long-term program of assistance. 

2. The wide variations in the countries 
involved requires country-by-country pro- 
gramming, all directed toward a general goal 
of achieving economic growth and encourag- 
ing stability and independence. 

3. Particular cases will call for use of 
multilateral assistance agencies but, gener- 
ally, the United States should decide which 
countries and what projects should get the as- 
sistance it provides. 

4, In most cases assistance should go to 
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specific economic projects. These should be 


projects that will make a maximum contribu- 
tion to overall economic development. 

5. Loans best fit the objectives of devel- 
opment assistance, but some grants will be 
required. 

6. Development assistance should take 
special account of the need of underdeveloped 
countries for enterprises and management 
that can use capital and labor effectively. 

7. Assistance agreements should not be 
encumbered with mutual defense or friend- 
ship guarantees. 

8. Until we solve the problem of agricul- 
tural surpluses, the United States can, and 
should, use its surpluses in promoting eco- 
nomic growth in the underdeveloped world. 


Vil. PAST AND PRESENT AID COSTS AND AIMS 


In the 11 years from mid-19465 to mid-1956 the 
U. S. Government spent $57 billion’ for for- 
eign assistance in the form of grants and 
loans. These assistance programs have on 
the whole succeeded in their purposes. But 
with minor exceptions their purposes were 
not to promote economic growth in the under- 
developed world. Past programs provided di- 
rect relief from distress in war-damaged 
areas, and subsequently rehabilitated West- 
ern Europe — a highly developed area, for the 
most part — under the Marshall Plan. More 


1 This figure excludes about $3 billion of U. S. con- 
tributions to the capital stock of the International 
Monetary Fund and International Bank for Recon- 
struction and Development. 

It includes grants, net long-term credits (loans less 
repayments) and net sales of agricultural products 
for local currency (currency acquired by sales, less 
currency expended) . 
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lately, the Mutual Security Program has 
strengthened the military position of our 
allies in Europe, the Middle East and Asia. 

Of the $57 billion of U. S. foreign aid in the 
past 11 years, $39 billion was spent for eco- 
nomic assistance and $18 billion for military 
aid. 

Europe received two-thirds, or about $26 
billion, of the total spent for economic aid, 
mainly under the Marshal! Plan. A further 
$2.4 billion went to another industrialized 
area — Japan. 

The remaining $10.6 billion—less than one- 
fifth of our total aid — went entirely to under- 
developed countries. But approximately $3.5 
billion of this was for relief, mainly in areas 
that were devastated by war. 

This left about $7.1 billion of aid with a 
high “development-assisting” content, over a 
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United States Government Expenditures for Foreign Assistance 
1] years- July 1, 1945 to June 30, 1956 
economic assistance 
to 75 underdeveloped countries 


(not including main defense support a 


$57,000,000,000 total 


economic assistance to main defense support countries 
China- Taiwan 

Greece 

Indo-China 


Korea 
Pakistan 
Turkey 


economic assistance to 75 underdeveloped countries, 
1,150,000,000 people 





to industrial countries 


for relief 
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period of 11 years, for areas where over a bil- 
lion people live. 

The larger part of this help, some $3.8 bil- 
lion, went to seven countries with which we 
have large-scale military arrangements: 
China (Taiwan), Greece, Indo-China, South 
Korea, Pakistan, the Philippines and Turkey. 
These countries have populations totalling 
around 200 millions. 

The remaining underdeveloped countries in 
the Free World have populations of about 1 
billion. During the 11 years they received ap- 
proximately $3.3 billion in economic assist- 
ance. 

In the most recent complete fiscal year, 
1955-56, an enlarged but still smal! share of 
our aid went to underdeveloped countries. Al- 

“though we provided grants and credits of 
about $5 billion' in that year, economic aid 
other than relief, and excluding Europe and 
Japan, was only $1.3 billion. 

About $850 million of that sum went to the 
seven chief military-agreement countries 
listed above, and $450 million to the rest of 
the underdeveloped world. 

Almost all of the aid going to the seven un- 
derdeveloped countries where we have our 
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largest military aid programs was provided 
under the Defense Support program. The pur- 
pose of this program is to help “to provide the 
supplemental economic resources required if 
the participating countries are to carry out 
adequate defense efforts and sustain minimum 
economic growth.” A large part of this aid is 
valuable in promoting development. Many of 
the projects it finances are identical with proj- 
ects that would be classified as “Development 
Assistance” if carried out in countries with 
which we do not have military agreements. 


1 The report to the President on March 1, 1957 by the 
President’s Citizen Advisers on the Mutual Security 
Program (Fairless Committee) estimated collective 
security expenditures abroad at $7.9 billion, in fiscal 
1956. This included $2.3 billion expenditures by U. S. 
military forces and civilian agencies abroad. These 
were not designated as foreign assistance expendi- 
tures by the Fairless Committee, which estimated 
total foreign assistance outlays last year at $5.6 bil- 
lion. The main difference between this and our above 
estimate for foreign assistance in 1956 of $5 billion is 
that one is a gross and the other a net figure, i.e., we 
have deducted $500 million loan repayments, giving a 
net foreign assistance outlay figure for fiscal! 1956 of 
approximately $6 billion. 


Vili. THE COST OF DEVELOPMENT ASSISTANCE 


In calling attention to the relatively large 
share of our economic assistance going to a 
few main Defense Support countries we are 
not suggesting that this program be reduced. 
Their economic health is important to us, and 
their need is increased by the military burdens 
they are carrying in defense of the Free 
World.* 

It is proper that countries sharing the bur- 
den of defense with us should receive full 
recognition from us for their efforts and their 
commitment to the kind of world we want. 


*See footnote by T. V. Houser, p. 15 
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However, we have tried to show how in- 
creased development assistance to the uncom- 
mitted as well as the committed countries of 
the underdeveloped areas can be of vital im- 
portance to the security of the United States. 
Our allies in the underdeveloped world would 
share with us in the greater security to be de- 
rived from bolstering the stability and inde- 
pendence of their uncommitted neighbors in 
the Free World. Economic growth through- 
out the underdeveloped areas would also be of 
considerable potential economic benefit to our 
allies there, as they shared in the bigger mar- 
kets that would result from development. 
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United States Government Expenditures for Foreign Assistance 
1 year- July 1, 1955 to June 30, 1956 


economic assistance 
to 75 underdeveloped countries 


not including main defense support countries) 


$5,000,000,000 total 
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to underdeveloped countries 
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economic assistance to main defense support countries 
China- Taiwan 

Greece 

Indo-China 

Korea 

Pakistan 
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Turkey 
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Both in our own interests and the interests 
of our allies, it is the amount of assistance we 
provide to countries in the underdeveloped 
world outside our major alliances that is most 
in need of expansion. They have been getting 
less than $500 million a year. 


The amounts that could be spent in directly 
raising the levels of consumption of the one 
billion people in underdeveloped areas are 
enormous. However, this is not the direct aim 
of economic development assistance. Its direct 
aim is a permanent increase in productive 
capacity. This will result in higher levels of 
national income at which both higher levels of 
consumption and a higher rate of internal sav- 
ing will become possible. We should not pro- 
vide more economic development funds than 
can be productively invested. 


The amount that can be productively in- 
vested in the underdeveloped world is not 
enormous but is in fact rather strictly limited. 
In many countries the ability of private entre- 
preneurs or government to plan the produc- 
tive use of capital is small. Managerial talent 
and skilled labor to use capital is scarce. 
Transportation, power and materials to go 
with the capital are lacking. Even such a sim- 
ple thing as a road can be productively devel- 
oped only up to a primitive state if vehicles 
are lacking. 


The CED assigns great value to an increase 
in the flow of private capital to the underde- 
veloped countries. In an earlier statement? it 
suggested measures to increase private in- 
vestment in the underdeveloped areas. These 
included: continuation of present efforts by 
the government to negotiate with underde- 
veloped countries investment treaties promis- 
ing American investors equality of treatment 
with domestic investors, and prompt and ef- 
fective compensation in the event of nation- 
alization ; further testing of devices by which 
U. S. foreign aid agencies, in agreement with 
cooperating countries, can insure American 
investors against loss from expropriation or 
from inability of foreign governments to con- 


1 Economic Development Abroad and the Role of 
American Foreign Investment (February, 1956). 
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vert local currency profits into dollars; U. S. 
tax concessions on profits from foreign invest- 
ments; and participation by public agencies 
with private investors in foreign investment. 
We drew attention to the fact that the Interna- 
tional Finance Corporation was then being 
established as an affiliate of the World Bank, 
to make equity investments in underdevel- 
oped countries in association with private 
capital, where sufficient private capita] is not 
available. The Committee expressed the hope 
that IFC would prove to be of practical value 
in stimulating private foreign investment. 


However, it is not realistic to suppose that 
private capital can provide all, or even pro- 
vide most, of the funds that can be effectively 
used. In its earlier statement, already cited, 
the Committee said on this point: 


. .. it seems probable that most of this 
shortage of capital will remain until de- 
velopment has proceeded well beyond its 
present stage. For this shortage is, in the 
main, an unfilled need for funds to invest 
in transportation and other basic economic 
facilities — fields of investment which are 
not likely to be attractive to private foreign 
investors. The growth of manufacturing, 
the extractive industries and trade — the 
fields where private investment has its 
major opportunity —depend on creating 
these basic facilities.” 


As development proceeds, the ability of un- 
derdeveloped countries to use capital effec- 
tively for further economic growth will in- 
crease. At the same time, the ability to 
generate internal capital will also grow. But 
internal capital resources are likely, at first, to 
grow less rapidly than the increasing capacity 
of developing countries to use new funds. 
This means that the amount of foreign capital 
that can be productively absorbed into a grow- 
ing economy will rise even while its own cap- 
ital resources are expanding. This need not 
mean, however, that the amount of external 
government capital need rise accordingly. 


A dependable flow of government capital 
into basic development projects, plus tech- 
nical assistance that increases the ability of 
underdeveloped countries to manage capital 
and business, should be a stimulus and assur- 
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ance to the flow of private capital, making it 
possible to obtain an increasing part of the 
rising demand for new capital from private 
sources. And if the process is successful, the 
developing country should reach a point at 
which it can depend wholly for its continued 
growth upon its own savings and foreign pri- 
vate investment. 

The costs of an enlarged program of devel- 
opment assistance are difficult to estimate in 
advance and will only be definitely learned as 
we go through the process of programming. 

The first step, once the need for greater ef- 
forts is accepted, should be the formulation of 
specific proposals for development assistance, 
initiated in the countries or regions concerned 
and reviewed by competent U. S. authorities. 
Decisions on the amount to spend, or lend, 
should be based on appraisal of such proposals. 

If definite proposals should be formulated, 
involving the outlay of, say, $5 billion in five 
years in addition to our present economic as- 
sistance programs, and holding out reason- 
able promise of significant contribution to 
the economic development of the Free World, 
we would regard this as a desirable and neces- 
sary investment in our national security, eco- 
nomic and humanitarian interests. 

We are, of course, not recommending the 
appropriation of $5 billion, or any other 
amount, in advance of satisfactory evidence 
of productive use. It seems to us unlikely that 
programs meeting the tests of feasibility and 
value would exceed this $5 billion total in the 
first five years of the effort. If larger pro- 
grams should be presented a decision on un- 
dertaking them should be made by balancing 
their importance for U. S. security and other 
national interests against the budgetary and 
economic burdens they would impose. 

As we recommend later, until we succeed 
in bringing agricultural supply and demand 
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into balance, maximum use should be made 
in development assistance of agricultural sur- 
pluses owned by the U. S. government. Actual 
new cash outlays for development assistance 
would, consequently, be considerably less than 
the total dollar value of the program. 

Also, we assume that, in preparation of de- 
velopment assistance programs for U. S. fin- 
ancing, every effort would be made to obtain 
the cooperation of other countries in provid- 
ing part of the additional capital the under- 
developed countries need. 


We recommend provision of additional 
funds to finance economic development in full 
recognition of the need for economy in Fed- 
eral expenditures to prevent inflation, and to 
permit important tax reductions and tax re- 
forms. But the essence of economy is to dis- 
tinguish between the vital and the merely de- 
sirable. There are few Federal functions more 
vital to our national interests than assistance 
to economic development abroad, although 
there are many programs that carry greater 
political weight because their benefits are 
more obvious and closer to home. 


A program for additional economic aid ex- 
penditures averaging $1 billion a year would 
bring our total economic assistance to under- 
developed countries to some $2% billion a 
year. Limitations on the capacity of under- 
developed countries to use development cap- 
ital, and the time-consuming process of pro- 
gramming development, mean that addition- 
al outlays in the first years of the program 
would be considerably less than $1 billion an- 
nually. An additional $1 billion a year, on the 
average, would be less than 1% per cent of our 
present Federal budget and one-fourth of 1 
per cent of our national production. Such an 
additional outlay for development assistance 
would deserve priority over many items now 
contained in or proposed for the budget. 
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IX. THE REQUIREMENTS OF AN EFFECTIVE PROGRAM 


1. Our program should be consistent 
with the fact that economic development and 
economic development assistance are long- 
term processes. 


Economic development is a long-term pro- 
cess in several senses. 


First, the pace of development in different 
countries will vary greatly. Some countries 
of the underdeveloped world are already well 
advanced on improvement programs. They 
may be reaching the self-sustaining level of 
their development some years from now, at 
about the time that other countries, now in al- 
most primitive conditions, first become ready 
to absorb development capital. If we are to 
gain the stability and independence we desire 
in the emerging new world of underdeveloped 
nations, our interest in investing in their eco- 
nomic growth must span the progress of both 
the quick and the slow. 


In many countries it will be a long time be- 
fore economic growth ceases to be a critical 
problem involving stability and independence. 
It is during this critical period that they will 
need foreign assistance. 


Second, it is important that the govern- 
ments of the underdeveloped countries should 
accept development as a long-term process 
and goal to which they will commit their en- 
ergies and a large part of their resources for 
a long time ahead. If they embark upon the 
program with the expectation that dramatic 
results will soon be accomplished, disappoint- 
ment and frustration are bound to result. Or, 
if they enter upon a short program cynically, 
realizing that it will accomplish little besides 
a short-lived domestic political splash, we will 
not get the stability we seek. Realization of 
our willingness to participate over an ex- 
tended period is important for the creation of 
a long-term view in the underdeveloped coun- 
tries. 


Third, efficient decisions about the use of 
capital require reasonable ability to foresee 
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future availability of capital. For example, if 
the decision to build a road between points A 
and B depends upon the industrial develop- 
ment of A and B, failure to build the road will 
hamper development of the two towns. But 
building the road will be wasteful unless the 
industrialization does take place, and that will 
depend upon a continued supply of capital. 
Insofar as the pace and direction of develop- 
ment depend upon our assistance, capital can 
be more efficiently used the greater assurance 
there is about the future scale of our help. 


Fourth, the extensive training in all the 
modern techniques that must underlie eco- 
nomic growth in the underdeveloped coun- 
tries, and the creation of modern economic in- 
stitutions, will obviously be time-consuming. 

Fifth, many of the individual investment 
projects required for economic development 
will take several years to complete. 


These considerations call for something 
new: an understanding in the U. S. govern- 
ment and public that our economic assistance, 
if it is to be efficiently used, must be of a long- 
term character. 

Until now, economic assistance has not been 
accepted as a continuing function of the U. S. 
government, but has been regarded as some- 
thing to be reconsidered annually, with a fun- 
damental debate each year about the wisdom 
of the whole program. 

Most functions of the U. S. government.are 
carried out under “permanent” authorizing 
legislation (which gives Congressional ap- 
proval to the activity for an indefinite time) 
and annual appropriations (by which Con- 
gress finances on a one-year basis the long- 
term activity it has approved). Unlike most 
other government programs, economic assist- 
ance operates under annual authorization as 
well as annual appropriation. This brings the 
continuity of the program into doubt. 

Economic Development Assistance can be 
placed upon the realistic base from which it 
can most effectively and economically be oper- 
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ated by the enactment of ‘“‘permanent’’ author- 
izing legislation of the kind that underlies 
other major activities of the government. This 
would make our long-term dedication to the 
task clear, both at home and abroad. But Con- 
gress would retain, as it does for other pro- 
grams with such authorization, annual con- 
trol over amounts to be spent, and the manner 
in which they were to be spent. This would 
make clear our intent to keep current our 
supervision of the program. 

There are, however, other ways to approach 
this problem. Much of our development activ- 
ities will be carried on through loans. Con- 
gress could therefore give the program the 
assurance of continuity it needs by establish- 
ing a loan fund, perhaps, as in the case of the 
Export-Import Bank, by authorizing a lend- 
ing agency to borrow from the U.S. Treasury. 

The Export-Import Bank, which now ad- 
ministers foreign assistance loans, would be 
an appropriate and experienced agency to 
supervise the expanded development assist- 
ance lending suggested here. Congress re- 
views the activities of the Export-Import 
Bank annually as part of its budget delibera- 
tions. 

Separate legislation would be needed for 
grant assistance if a special loan fund or 
agency were established. The need for con- 
tinuity would also be present here and a com- 
bination of “permanent” authorizing legisla- 
tion and annual appropriations would best 
meet the need. 


2. Development assistance should be ex- 
tended mainly on the basis of country-by- 
country, or regional, programs. 


The underdeveloped world comprises a 
great variety of countries, widely different in 
geography, history, culture, religion, re- 
sources, climate, population, political and so- 
cial systems and degree of underdevelopment. 


Despite this variety, all the countries of the 
underdeveloped world have common needs. 
They need a steady flow of funds, applied to 
capital development. And, to use this capital 
effectively for economic growth, they need 
also, in varying degrees, technical assistance 
of many kinds. This means not only training 
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in agricultural and industrial skills, but also 
the development of managerial abilities, gov- 
ernmental techniques, and, very importantly, 
the development of institutions such as bank- 
ing systems, distribution facilities and credit 
facilities. 

In some cases, it will not be possible to make 
significant increases in the material produc- 
tive facilities of the underdeveloped countries 
until] the ground has been prepared by tech- 
nical assistance of almost every kind. Some 
underdeveloped countries have an abundant 
natural resource, such as oil, more than ade- 
quately filling their capital needs. They re- 
quire technical assistance in the efficient use 
of their capital. In other cases, the main need 
may be for capital, with technical help needed 
chiefly in developing institutions to handle 
and use capital and keep house for a growing 
economy. In the majority of cases, however, 
capital and a broad range of technical assist- 
ance will be equally necessary to get economic 
growth started and sustained. 

It is evident therefore that Economic De- 
velopment Assistance cannot consist of one, 
over-all program, but must consist instead of 
a collection of different programs, all guided 
by a general goal: to achieve economic growth 
and encourage stability and independence. 


This means, in turn, that economic develop- 
ment can best be approached through a num- 
ber of programs worked out country-by-coun- 
try, project-by-project, or in some cases, on a 
regional scale. And, the Committee emphasiz- 
es, assistance programs should be undertaken 
only upon request. The primary requirement 
must always be a desire for, and devotion to 
development. 


3. In general, the United States showd 
control the allocation of the Economic Devel- 
opment Assistance it provides, although for 
some purposes multilateral agencies should 
be used, 


The main objective of the U. S. in assisting 
economic development is to promote stability 
and independence in the free, underdevelped 
world. A primary criterion for the allocation 
of aid to particular countries, therefore, is 
whether it serves this objective. This requires 
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political, as well as economic, judgments, and 
the United States can best make its own 
political decisions. 

Some of the countries that receive our de- 
velopment help will also be getting military 
aid and defense support from us. In these 
cases decisions about the amount and kind of 
all three types of aid will have to be made to- 
gether, with the amount allocated to one cate- 
gory influencing the amounts that can be al- 
located to the others. Since military and de- 
fense support decisions are by their nature 
bilateral, development decisions linked to 
them will also have to be bilateral. 


This position does not rule out participation 
in some multilateral arrangements, particu- 
larly of a regional character. Technical as- 
sistance would in general appear to be better 
suited for multilateral administration than 
direct capital assistance, partly because many 
other countries are able to provide technical 
assistance but few can provide capital. The 
United States might give much of its technical 
assistance by way of participation in the work 
of U. N. technical agencies such as the Inter- 
national Labor Office, the World Health Or- 
ganization and the Food and Agriculture Or- 
ganization. 


There are, however, special instances be- 
yond the field of technical assistance where 
multilateral administration of our assistance 
is indicated. 


The Committee has a high opinion of the 
administrative competence of the World 
Bank, and feels that the extensive experience 
of this organization, and its record in eco- 
nomic development work, fit it to administer 
capital development assistance where an in- 
ternational agency is indicated. Also, the cri- 
teria established by the World Bank in its own 
work to date make it unlikely that there would 
be conflict between projects it would approve 
and projects that would be approved on the 
basis of the program set forth here by the 
Committee. 


If the World Bank were willing to under- 
take the responsibility, it could be used to ad- 
minister assistance we had allocated to par- 
ticular countries and projects. This might be 
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especially useful in providing assurance — 
where such assurance is needed — to under- 
developed countries that we do not intend to 
subvert their independence through admin- 
istration of our assistance. 

In some situations, the Middle East being 
the outstanding case, our assistance might 
well be extended to or through regional groups 
of underdeveloped countries. The Committee 
is aware of the difficulties in getting countries 
in the underdeveloped areas, particularly in 
the Middle East, to work together. This does 
not obviate the fact that some problems can 
best, or only, be approached regionally. The ex- 
istence of an economic development program 
of long-term character may help draw dissi- 
dent countries together where regional solu- 
tions to economic problems are patently best. 

Some of the most important development 
projects are of obvious multi-national inter- 
est, such as the Jordan River propect. Beyond 
such cases, the use of regional develop- 
ment organizations, where they can effec- 
tively tackle their problems, would provide an 
opportunity to use development assistance to 
promote self-reliance and reduce interna- 
tional tension, both major development assist- 
ance objectives. It would also serve to dimin- 
ish the emphasis on economic nationalism 
which handicaps economic growth in the un- 
derdeveloped world. 

Where, as in the oil countries of the Middle 
East, large capital funds are being collected 
by governments of underdeveloped countries, 
the Committee, while recognizing the difficul- 
ties, would hope that part, at least, of these 
funds would be devoted to economic develop- 
ment projects of a regional character. 

A limited portion of our economic develop- 
ment resources might be devoted to a world 
agency to which other countries would also 
make significant contributions if satisfactory 
arrangements were made for relating voting 
rights in the agency to the respective capital 
contributions of participating nations. 

Cooperative arrangements should be sought 
with other capital exporting countries that 
have interests paralleling ours in the inde- 
pendence of the underdevoped world. Such 
arrangements might at least cover, in the 
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interests of efficient use of assistance, an in- 
terchange of information about plans, and 
informa! coordination of assistance efforts. 


4. For the most part, our assistance 
should be provided to specific economic proj- 
ects. These should be projects that will make 
a maximum contribution to over-all economic 
development. 


There are several advantages to linking 
our assistance to particular projects, rather 
than providing funds for the general purpose 
of a country’s development. 


First, there is no reasonable purpose of de- 
velopment assistance that cannot be made 
concrete in the form of a well-defined project. 
These projects should be based on the best 
available estimates of costs; construction, 
production and management problems in- 
volved ; and distribution and use of the prod- 
uct envisaged. The very process of drawing 
up such estimates will in itself be a primary 
step in development. 

Second, it will be possible to judge the value 
of, and assign priority to, development aims 
only when they’are converted into terms of 
specific projects. 

Third, the process of designing particular 
projects will make clear the demands that are 
to be made upon the country’s capital re- 
sources, its management abilities, its labor 
supply, water resources and the like. Projects 
within a meager economy will have to com- 
pete sharply for scarce resources of all kinds. 

Such “programming” of development in 
terms of projects, therefore, underscores in 
the developing country the importance of 
realism, frugality and efficiency. It will give 
us a firmer basis for estimating the amount 
and kinds of assistance we should supply. 

It thus leads on all sides to more practical 
estimates of future growth prospects, avoid- 
ing or reducing disappointments resulting 
from over-optimism. 

Projects should be drawn up consistent 
with an over-all view of the country’s devel- 
opment program and prospects. Where coun- 
tries are unable to plan their overall develop- 
ment, we should help them to do so, as part 
of our technical assistance. 
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We do not believe that such planning neces- 
sarily involves detailed government pianning 
of the operation of the economy. It amounts 
essentially to two things: provision of the 
kinds of overall information, such as statisti- 
cal reporting by governments, that is now 
taken for granted in developed economies, 
and informed, rather than haphazard, exer- 
cise of the economic influence that govern- 
ment is bound to exercise through fiscal, 
monetary, public works and social services 
policies. 

This is not to say that we should never pro- 
ceed with project assistance until an over-all 
program of development has been produced. 
Where the need is urgent and obvious and 
there is reasonable prospect for the formula- 
tion of a development program, it may not be 
necessary to delay making a start. For in- 
stance, the building of a road or improvement 
of a harbor might be an obviously necessary 
part of any plan for its development that a 
country might draw up, and an obvious place 
to begin. 


5. Loans fit most objectives of develop- 
ment assistance better than grants, but some 
grant aid will be a necessary part of our pro- 
gram. 


The generation of a greater sense of self- 
reliance, of the need for prudent use of scarce 
resources, and of management abilities is a 
vital element of development assistance, since 
the over-riding aim of assistance is countries 
that are more stable and independent. 

Long-term use of grants as the major ele- 
ment of our assistance would tend to erode 
these very qualities that development assist- 
ance aims to build up. The more businesslike 
use of loans, on the contrary, tends to en- 
courage development of attitudes, skills and 
institutions necessary to the evolution of de- 
pendent economies into self-managing and 
self-sustaining economies. 


The term of loans should be set in con- 
formity to the general ability of the economy 
concerned to generate repayment funds. In 
view of the generally long-term nature of 
economic development, most loans should 
probably be long-term. Repayment schedules 
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should be flexible enough to allow for errors 
in estimating the economic growth out of 
which loans must be repaid. 

Resources for loan repayments in the cur- 
rency of the lender, particularly in dollars, 
will be severely limited over considerable pe- 
riods in some cases. In some of these in- 
stances, loans repayable in the currency of 
the borrower might be made. Payments on 
these loans could be reinvested, as part of a 
revolving development fund. 

However, care should be taken to hold such 
financing to a minimum and not to extend 
local currency loans in cases where the bor- 
rowing country could in fact obtain and serv- 
ice hard-currency loans, either from the U. S. 
government through the Export-Import Bank 
or from the World Bank. That is, we should 
not permit such loans to become undesirable 
competition with the established interna- 
tional lending agencies. 

The tax system in at least some underde- 
veloped countries may not be adequate with- 
out inflation even to raise local currency to 
repay development loans. In such cases, U. S. 
grants should be considered for temporary 
technical assistance and for the building of 
basic facilities, such as harbors and roads, 
that do not yield revenue directly, while an 
effective tax system is developed. 

In general, however, except where grants 
recommend themselves for reasons similar to 
those just stated, loans should be preferred 
for their value to both lender and borrower in 
maintaining good relationships and as a 
means to teaching self-management without 
preaching.* 

6, The U.S. should encourage and assist 
the underdeveloped countries in meeting their 
need for enterprises and management that 
can use capital and labor effectively. 

An economic system is not a vending ma- 
chine into which capital and labor can be in- 
serted and from which efficient production 
will then automatically flow. The resources 
must be combined, managed and used. Deci- 
sions about the use of resources must be made, 
thousands of decisions even in a relatively 
simple economy. In a developing economy — 
*See footnote by T. V. Houser, p. 15 
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which means a changing economy — many of 
these decisions are new, requiring adaptation 
to new situations. The decisions require effort, 
resourcefulness, imagination—not simply the 
application of a rule book. In most cases the 
best decision cannot be determined with cer- 
tainty in advance ; there is possibility of error 
and risk of loss. 


These decisions must be made by people 
who have the necessary talents, who are close 
to the situations in which decisions must be 
made, who are motivated to make the best 
decisions, who are free to act and who are not 
afraid to take risks. This not only requires 
people of a certain type; it also requires in- 
stitutions of a certain type. It requires busi- 
ness managers and business enterprises. The 
enterprises must be so organized that their 
managers have substantia] freedom to make 
decisions, which means to take risks. There 
must be maximum independence and decen- 
tralization, and a minimum of bureaucracy, 
red-tape and detailed prescription from 
higher authority. There must be opportunity 
for people with talent and drive to form en- 
terprises, for successful enterprises to grow 
and for unsuccessful enterprises to shrink. 


In most of the underdeveloped countries 
both business enterprises and business man- 
agers are scarce. This is merely a reflection 
of their lack of development. There has not 
been enough business to provide training and 
experience for managers. Much of what busi- 
ness there was in the past was in the hands 
of foreign managers, and the main form of 
business has Been trade. In some cases busi- 
ness management has not been a highly val- 
ued career for educated people. Even today, 
when economic development has become the 
top objective of national policies, the incen- 
tives for individuals to undertake the forma- 
tion and management of business may not be 
strong. 


Many of the countries that are most eager 
to achieve economic advance have failed to 
understand the importance to economic 
growth of developing managers and a broad 
range of enterprises. Anxious as they are to 
borrow Western technology, they have not 
recognized the vital role of enterprises and 
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enterprisers in the success of Western econo- 
mies. And the attempt to launch the process 
of economic development at the initiative of 
government often does not encourage the 
emergence of decentralized, independent en- 
terprises or provide incentives and freedom 
for business managers. 

These obstacles to development are deeply 
rooted in the cultures, ideologies and condi- 
tions of the underdeveloped countries. We 
must rely for their correction mainly in the 
self-reinforcing process of development, as 
economic expansion provides opportunities 
and inducements to enterprise and as enter- 
prise stimulates further expansion. 

Nevertheless, we believe that the U.S. can 
provide assistance that will accelerate the 
emergence of the institutions and people that 
will make growth possible. Economic assist- 
ance programs will provide numerous oppor- 
tunities for Americans to exchange views and 
information with public officials and private 
citizens of the recipient countries. These op- 
portunities should be used to promote under- 
standing of the institutional requirement of 
economic growth. 

Furthermore, assistance should be given to 
efficient private groups rather than to the 
government whenever this real alternative 
exists. This would be proper and consistent 
with development of the country.* 

It is important, in this respect, for us to 
realize clearly that the ideas, institutions and 
business forms and procedures that have 
characterized Western economies will under- 
go change when they are transplanted to 
nations of the underdeveloped world alien to 
Western traditions. However, the Committee 
believes our basic concepts, such as freedom 
of enterprise, the value of competition, the 
right of labor to organize and bargain, and 
the right to private ownership of property 
will make places for themselves where they 
are given a chance to take root. 

Probably the most effective way to encour- 
age such economic democracy will be through 
example, contact and training. To this end, as 
well as for technical purposes, our assistance 
programs should include provision for train- 
ing prospective business managers in this 

Sec footnote by T. V. Houser, p. 15 
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country, both in schools of business and in 
businesses. We should also assist in training 
business managers in the underdeveloped 
countries. We should be prepared to train 
foreign teachers of business administration 
in this country, and to provide personnel to 
assist in establishing business administration 
schools abroad. 

Where we finance and construct projects we 
should take every opportunity to train local 
personne] to manage them. Our technical as- 
sistance programs, which have done an out- 
standing job in such fields as agriculture and 
public health, should devote more effort to 
the more difficult fields of commerce, industry 
and finance, where such assistance is not 
available from private sources in this country. 

If we are to help the underdeveloped coun- 
tries effectively we must understand them 
better and be better able to communicate with 
them. This has obvious implications for our 
own educational system. Our schools and col- 
leges need to devote much more effort to teach- 
ing the history, cultures and languages of the 
underdeveloped countries, especially in the 
East. 

To the maximum extent possible the U. S. 
government should utilize private businesses, 
including private management consultants, 
operating on contract, to fulfill U. S. commit- 
ments in the cooperative effort at develop- 
ment. This will not only be an efficient use of 
U. S. funds; it will also have the important 
by-product of increasing the contacts of en- 
terprise in developing countries with U. S. 
enterprise. 


A Suggestion to Private Business . . . 


The Committee suggests that private busi- 
ness and private institutions might set up an 
organization, or make use of an existing or- 
ganization, to serve as a clearing house of 
technical assistance in the fields of commerce, 
finance, industry and business management. 
It would be difficult for governmental per- 
sonnel to transmit U. S. business procedures 
and to assist in the establishment of credit and 
other institutions abroad as efficiently as 
could be done by personnel drawn directly 
from business, management consultants or 
schools of business management. 
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The suggested clearing house organization 
should be an advisory auxiliary to the U. S. 
agency administering development assistance. 
As such, it could assist foreign governments 
in locating personnel and in making contract- 
ual arrangements for technical assistance. 
The assistance would be provided on a fee 
basis, financed by the developing country with 
assistance funds made available for technical 
assistance by the U. S. government. 

In addition, the clearing house organization 
could assist in locating U. S. businessmen 
going abroad on business or for pleasure and 
arrange with them to consult, without fee and 
temporarily, with foreign governments, insti- 
tutions or businesses desiring advice. 


7. Our assistance agreements should not 
be encumbered with guarantees of mutual 
defense or friendship. 


A major reason for undertaking a program 
of development assistance is the belief that it 
will promote our national security. If, how- 
ever, it is to achieve the objectives that add 
to our security — increasing material well- 
being, political stability and independence — 
in a part of the world that to a large extent 
is both underdeveloped and politically un- 
committed, our development assistance pro- 
gram must be acceptable on its own merits. 

To encumber development assistance agree- 
ments with guarantees of friendship or 
defense arrangements only weakens the effec- 
tiveness of the assistance program by bring- 
ing our motives into doubt. Such “strings” to 
development assistance are, consequently, un- 
related, improper and probably harmful to 
our own interests. 

However, it should be clearly realized, both 
in this country and abroad, that our decisions 
about where to give assistance, how much and 
when, must be ruled by our national interests. 
So much of an implied “string’”’ will always, 
necessarily and reasonably, be a part of every 
development assistance agreement, as it is a 
part of all agreements between governments. 

Also, the United States must reserve the 
right to attach conditions to its development 
assistance agreements that, in its opinion, 
make for the most productive use of the assist- 
ance. United States officials must have an op- 
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portunity to determine that the aid is being 
so used. Such conditions are matters of colla- 
boration in a mutual endeavor, not of inter- 
ference or meddling. 

8. The United States can, and should, 
use its agricultural surpluses effectively in 
promoting economic growth in the underde- 
veloped countries. 

Our agricultural surpluses of food and 
fibers, if properly used, can help the poorer 
nations solve their growth problems. 

Whether agricultural supplies in the devel- 
oping country are sufficient or deficient our 
surplus stocks can allow the developing coun- 
try to use less of its resources — or less of its 
foreign exchange —on agriculture and de- 
vote more resources, chiefly labor, to building 
roads, harbors, communications, factories and 
the like it must have if it is to become an 
expanding economy. In either case, the sur- 
pluses can release resources and put them to 
work increasing capital. Substantial use is 
already being made of agricultural surpluses 
in foreign assistance programs. 

In fiscal 1956, the U. S. shipped, or con- 
tracted to ship, approximately $1.5 billion of 
our surplus farm stocks under a variety of 
programs. About $735 millions of the total 
went to developed and underdeveloped coun- 
tries for relief of famine or other distress, as 
donations through private charitable organi- 
zations, and in barter for strategic materials. 

Of more developmental benefit, the under- 
developed countries acquired $330 million 
worth of our surpluses, using their own cur- 
rencies in payment. The United States re- 
turned $163 millions of this to these countries 
as loans or grants, mainly for developmental 
purposes. It is certainly hoped that our own 
agricultural policy will bring the persistent 
generation of surpluses to an end. Meanwhile, 
the surpluses can, and should, be used for 
development assistance as extensively as pos- 
sible. One factor limiting their use will be 
the need to avoid damaging the economies of 
friendly countries that also produce export- 
able agricultural products and depend upon 
their sale as an important element in their 
economies. We should not, of course, in any 
case, press on a country agricultural surpluses 
for which it has no good use. 
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X. IN CONCLUSION 


The Committee believes the foregoing pro- 
gram to be consistent both with this nation’s 
position in world affairs and with the needs 
and the desires of our neighbors in the less 
developed portions of the Free World. 

It believes, therefore, that its suggestions 
mark the way toward an effective program of 
Economic Development Assistance. And it 
believes that an effective program of Eco- 
nomic Development Assistance will go far 
toward giving the Free World the strength, 
cohesion and staying power it must have to 
survive the 20th Century challenge to free- 
dom arising from communism and other 
forms of regimentation. 

The CED recognizes that there is a certain 
amount of inefficiency in economic assistance 
that cannot be avoided — that mistakes have 
and will be made, whatever the quality of our 
administrators. It is natural, however, that 
efficiency should have been low when we were 
working under great pressure of time and 
with quickly assembled staff. If a long-term 
program is established, we will have the time 
and staff to avoid many of these mistakes. 

The Committee regards Economic Develop- 
ment Assistance as a logical extension of our 
endeavors to make our own freedom secure, 
because it is the logical response to deep-going 
changes in the vast underdeveloped world dur- 
ing the past decade that have permanently 
altered world organization. This shift in the 
balance of world power calls for a broadened 
concept of our national security, a new secur- 
ity outlook to which our foreign assistance 
must be directly addressed. 

Our security is directly affected because 
the communist powers are striving to take 
advantage of the emergence of many new 
nations in areas of traditional poverty, and 
the keen desire of these nations for speedy 
economic growth. In these areas where so 
many nations hang uncommitted between the 
East and the West the communist powers are 
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making extensive propaganda-loaded offers of 
economic assistance, often linked with efforts 
to broaden social, educational] and political 
contacts. We would be less than prudent to 
assume that the communist objective is any- 
thing but to convert economic and other con- 
tacts into binding political links. Success in 
this could weight the new scales of world 
power definitely in favor of international 
communism. 


However, even if no communist danger 
were present, the weakness of the underde- 
veloped nations-would still present an impor- 
tant problem, because frustration of their 
desires for economic growth and international 
acceptance could lead to regimentation and 
wars. 


The birth of this new world of weak but 
ambitious nations, therefore, presents the 
United States with two imperative duties to 
its own security: 


We must do all in our power to preserve 
and fortify the independence of the underde- 
veloped nations in the face of an obvious 
attempt by the communist powers to pene- 
trate and capture them. 


We must act to increase their stability, so 
as to avoid a dangerous growth of hostility 
and regimentation over a large part of the 
globe containing nearly half the population 
of the world, much of its strategic raw mate- 
rials and many of its most strategic geo- 
graphic corners. 


Moreover, in terms of the traditional con- 
cern of the American people for the well-being 
of others, development assistance is a task 
worthy of the effort, devotion and patience it 
will require. 

The probable costs of development assist- 
ance are small in comparison with the prob- 
able costs of not taking up the task, and with 
the gains to ourselves and to the whole Free 
World that would result from success. 


29 








PRIVATE FOREIGN INVESTMENT 





ABOUT... 
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The Committee for Economic Development is 


composed of 150 leading businessmen and 
educators. 


They believe CED’s record of the past 15 
years demonstrates that ‘men of practice and 
men of theory,” working together, can 


® Conduct objective economic research 


@ Support and promote economic education, 
and 


@ Formulate and publish recommendations 
on major economic problems that will con- 
tribute to 


@ Growth and stability in the American 
economy 


@ Higher living standards and increasing op- 
portunities for all Americans, and to 


@ Strengthening the institutions and the con- 
cepts essential to progress in a free society. 
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CED’s work is supported by voluntary con- 
tributions from business and industry. It is 
non-profit, non-partisan and non-political. 


The Trustees, who generally are Presidents or 
Board Chairmen of corporations and Presi- 
dents of universities, are chosen for their 
individual capacities rather than as represen- 
tatives of any particular interests. They unite 
scholarship with business judgment and ex- 
perience in analyzing the issues and develop- 
ing recommendations to resolve the economic 
problems that constantly arise in a dynamic 
and democratic society. 


Through this business-academic partnership, 
CED endeavors to develop policy statements 
and other research products that commend 
themselves as guides to public and business 
policy; for use as texts in college economic 
and political science courses and in manage- 
ment training courses; for consideration and 
discussion by newspaper and magazine edi- 
tors, columnists and commentators, and for 
distribution abroad to promote better under- 
standing of the American economic system. 


CED believes that by enabling businessmen to 
demonstrate constructively their concern for 
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the general welfare, it is helping business to 
earn and maintain the national and commu- 
nity respect essential to the successful func- 
tioning of the free enterprise capitalist 
system. 


At 28 College-Community Research Centers 
throughout the country, CED also is seeking 
to apply cooperative research and education 
between business and academic men to local 
and regional economic issues. In an increasing 
number of cases, this approach is being ap- 
plied to local or regional aspects of economic 
problems which are engaging CED itself in 
studies of national and international scope. 


CED is expressing in still another fashion its 
conviction that successful functioning of a 
free society requires knowledge and under- 
standing of its economic processes. It is help- 
ing to increase both the extent and the quality 
of economics instruction in the secondary 
schools through the Joint Council on Eco- 
nomic Education. This independent, coopera- 
tive endeavor by educators and businessmen 
is now sponsoring activities in 35 states. CED 
helped establish the Joint Council and con- 
tinues to give it whoiehearted support. 


31 








180 PRIVATE FOREIGN INVESTMENT 





Following is a partial list of CED publications. 
Publications This list includes only those currently available. 


PRICES LISTED ARE FOR SINGLE COPIES. PRICES FOR QUANTITY 
ORDERS AND SPECIAL ARRANGEMENTS FOR EDUCATIONAL GROUPS 
ARE SHOWN IN THE BACK OF THE BOOK. 
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Mr. Casot. Today I shall point out those aspects of the two state- 
ments that are most relevant to your inquiry and bring them up to 
date with respect to world developments. 

In what follows I am thinking primarily about our economic rela- 
tions with underdeveloped countries and the role that United States 
investors can play in helping to develop these countries economically. 

The significance of United States private foreign investment in the 
underdeveloped areas of the free world: The Research and Policy 
Committee of the Committee for Economic Development regards a 
successful effort by the United States to promote economic advance in 
the underdeveloped areas of the free world to be vital to our national 
interests. The committee believes this effort will be successful only 
if it effectively enlists the capabilities of the United States private 
enterprise. 

To do this is difficult. It will not be fully accomplished without 
removing some of the existing deterrents. 

We are engaged in a grave struggle to keep the underdeveloped 
nations of the free world from Soviet domination. By economic, 
political, and cultural contracts, the Communist powers are trying to 
exploit the ignorance, poverty, physical suffering, and sense of being 
the world’s forgotten people found in the underdeveloped nations. 

In our national interest the United States Government has under- 
taken a major program for assisting development. The program 
operating through both national and international agencies provides 
both technical assistance and capital and involves both loans and 
grants. 

We believe this program of Government assistance is essential, both 
for its direct effects and for its effect in creating conditions favorable 
to private investment. 

dur Committee has recommended expansion of this program. But 
this will not by itself, without a complementary increase of private 
investment, make our maximum contribution to putting the under- 
developed countries on the road to progress. 

Private American investment in the underdeveloped world carries 
with it major collateral benefits in addition to the contribution it 
makes to capital formation. American participation in commercial 
and industrial enterprises in the underdeveloped world is the most 
effective way, we believe, to expedite the transfer of technology and 
to encourage the growth of entrepreneurship and managerial skills. 

By example, and through training, American businessmen abroad 
can do much to encourage the growth of a local business class which 
is enterprising, competent and socially responsible. The lack of such 
a business class is one of the most serious obstacles to economic de- 
velopment in the underdeveloped world. 

I want to emphasize that this private competence we hope to bring 
to the underdeveloped world is not only technical know-how, or 
managerial know-how, important as they are. It is economic com- 
petence in a broader sense. 

It is the ability and drive to search out and to create new oppor- 
tunities for the more productive use of resources. This imagina- 
tive, innovating, developmental quality has been the genius of our 
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system. It is not the genius of individuals, but the genius of a sys- 
tem, which permits and motivates a great many diverse individuals 
and enterprises to conceive and try new ventures, which rewards suc- 
cess handsomely and sternly weeds out failure. 

This is the system that we must try to bring to bear upon the prob- 
lem of development abroad. 


THE RECORD OF UNITED STATES PRIVATE FOREIGN INVESTMENT IN THE 
UNDERDEVELOPED AREAS 


As vital as we may believe a large flow of private United States 
‘apital to the underdeveloped areas to be, both to the United States 
and the underdeveloped areas, the actual flow is small. 

This is particularly true if we exclude, momentarily, Latin America 
from our consideration. Of the $3 billion increase in the book value 
of United States direct private investments abroad in 1957, for ex- 
ample, about $200 million, or about 7 percent, occurred in the under- 
developed areas exclusive of Latin America. 

Furthermore, a substantial portion of this increase, probably more 
than half, took place in investments in petroleum and other extrac- 
tive industries. 

The book value of direct investments in Latin America increased 
in 1957 by about $1.4 billion, or about 44 percent of the total increase 
in the book value of direct foreign investments in that year. Of this, 
about 72 percent took place in petroleum and other types of extrac- 
tive activities. 

In addition to increasing the book value of their direct private 
investments abroad by $3 Billion in 1957, United States businesses 
reinvested about $1 billion of depreciation and depletion allowances 
in foreign countries. 

This had a substantial value in bringing modern capital equip- 
ment to these countries. But again, only a small part of it went to 
underdeveloped countries outside of Latin America. 

When I highlight the fact that the preponderance of United States 
private foreign direct investment has been in the extraction of 
natural resources, I am not implying, or do not wish to imply, that 
these activities are exploitative. 

The record of our petroleum industry abroad, for example, is one 
in which all Americans can be justifiably proud and their contribution 
goes far beyond that of creating jobs and adding greatly to the foreign 
exchange earnings of several foreign countries. 

They have, in addition, made great contributions to education, basic 
and technical, and added important installations, such as harbors and 
roads, which benefit the whole nation in which they invest. 

I mention this fact because it narrows our problem considerably. 
Our major problem, it seems to me, is the stimulation of the flow of 
United States private capital and associated skills to activities, such 
as manufacturing, trade and services, in the underdeveloped areas. 

Extractive industries are concerned principally with the supply of 
a resource in a particular country and the relative cost of extracting 
it. For the most part, the markets for the resource lie outside the 
country from which it came. 
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For most other activities, such as manufacturing, the principal con- 
sideration is the size and character of the market within the country 
of investment and the outlook for profitable operations in that 
domestic market. 

This, I suggest, is the reason why United States private investment 
in the sndendorelopment areas outside the extractive operations, -has 
been so small and is likely to continue to be small in the years 
immediately ahead. 

The unprecedented character of the problems: I have heard it said 
that, based on the record of England in the half century or so pre- 
ceding World War I, the United States should be exporting about 
20 to 30 billion dollars of capital to the world annually. 

It must be remembered that about two-thirds of this British capital 
went to lands settled by ve only in recent times, the United 
States, Canada, Australia, New Zealand, and Argentina. Along with 
the capital went a considerable number of emigrants from Western 
Europe. 

In addition, it is estimated that no less than three-fourths of the 
British capital outflow in this period were in pubic loans or public 
utility investments, including a heavy investment in railroads. 

We have no such set of fortunate circumstances. We have no rich, 
sparsely settled areas in which to invest, but, rather, desperately poor, 
overpopulated areas. In most of these areas it is impossible for 
foreign nationals to invest in railroads or public utilities. 

I think the record shows that large movements of private interna- 
tional capital have never been to the poor, heavily populated areas of 
the world. This has important implications for United States policy. 
It indicates the difficulty and unprecedented character of the problem 
we face. 

What can be done to stimulate United States foreign private in- 
vestment in the underdeveloped areas ? 

Unfortunately, I do not have the time to go into all of the problems 
besetting the U nited States foreign investor nor the measures that 
could be taken by foreign governments, in particular, and the United 
States Government to stimulate a healthy outward flow of United 
States private capital. 

I have decided to confine my remarks and recommendations to three 
areas which are of particular importance; namely, the relationship 
of United States public assistance to United States private investment 
in the underdeve loped areas, the relationship of United States tariff 
policy to United States private foreign investment, and United States 
possible tax incentives to United States private foreign investment 
in the underdeveloped areas. 

The relationship of United States public assistance to United States 
private foreign investment in the underdeveloped areas: 

The Research and Policy Committee has come to the conclusion that 
much, if not most, of the United States capital needed at present 
must come from the United States Government. Much of the invest- 
ment that has to take place in these countries if they are to advance 
rapidly, is of a character that is not attractive to the private investor. 

Roads and harbors need to be built. Schools have to be built and 
children educated. These are not run for profit. 
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Private enterprise can help in doing this job, but it cannot finance 
it. The growth of manufacturing, trade, and services—the fields 
where private investment has its major opportunity—depends on 
creating these basic facilities. 

It is for this reason that the research and policy committee has 
urged that we expend flow of United States Government capital 
into these basic developmental projects. It is believed that this is 
necessary to the whole developmental process and to the future ex- 
panded flow of United States private capital. 

The research and policy committee has urged that our annual rate 
of economic development expenditures be raised by about $1 billion 
on the average for the next 5 years, if productive programs of that 
size can be formulated. 

Most of this additional assistance should take the form of loans. 
The funds available to the Development Loan Fund should be sub- 
stantially increased to provide financing for a growing program 
over a period of years and to demonstrate the continuity of United 
States interest and policy in this field. 

Recognizing that the export of private United States capital is 
likely to be limited in the next few years and that most of the funds 
from this country must be from the Government, we have been con- 
cerned about the ways in which the skills and techniques of the 
private business community can be made more available to the under- 
developed countries. 

We have, therefore, urged that to the maximum extent possible 
the United States Government should utilize private businesses, in- 
cluding private management consultants, operating on a contract, to 
fulfill United States commitments in the cooperative effort at devel- 
opment. 

This will not only be an efficient use of United States funds; 
it will also have the important byproduct of increasing the contracts 
of enterprise in developing countries with United States enterprise. 

In this connection, Mr. Chairman, I would like permission to in- 
clude in the record a speech by Donald K. David on the subject of 
using private contractors to help in the United States Government 
technical-assistance program. 

Mr. Boees. Without objection, it may be included at this point. 

Mr. Cazor. Thank you, sir. 

(The material referred to follows :) 
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A PLAN 
FOR 
WAGING 
THE 
ECONOMIC 
WAR 


ADDRESS BY DONALD K. DAVID 
CHAIRMAN, COMMITTEE FOR ECONOMIC DEVELOPMENT 
BEFORE THE BUSINESS ADVISORY COUNCIL, HOT SPRINGS, VIRGINIA, OCT. 17/58 


A few weeks ago the Harvard Business School Association held a 
conference to mark the 50th Anniversary of the School. Stimu- 
lated by my strong ties to the institution, I was bold enough to 
outline an idea in the field of foreign economic policy that I had 
been discussing for some time with a few friends in this Council 
and in the Committee for Economic Development. My intent was 
merely to send up a trial balloon—and the idea and I have been 
on trial ever since! 

However, the trial that-has filled me with the greatest trepida- 
tion is that which has begun this minute. I have come to know this 
Council through many years of happy association with it, and my 
first impulse was to submit a simple plea for mercy. Then I re- 
called its tradition that members respond to requests of the 
chairman. This tradition and the importance of the issue told me 
I could not neglect the opportunity to present my case more 
fully—knowing that I would not only have the benefit of your 
mercy but of your wisdom as well. 

Some of the things I said at Harvard I wish to repeat, and then 
to amplify. And I think the place to begin is with Mr. Khrushchev 
and the following statement of his: 

“We declare war. We will win over the United States. The 
threat to the United States is not the ICBM, but in the field of 
peaceful production. We are relentless in this and will prove 
the superiority of our system.” 
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What I have to suggest is based on the belief that Mr. Khrush- 
chev meant every word of that statement. War has been declared. 
The Soviet Government is deadly earnest in its intent to defeat 
the United States and all it stands for, relating to man's purpose in 
life and the institutions we have built to serve the goals of our 
civilization. 

Virtually every thoughtful traveller to the Soviet Union in 
recent years has returned impressed with the determination— 
almost the passionate determination—of people in every walk of 
life to catch up with and surpass the United States. To an amazing 
degree, the emotions and energies of the Soviet people, as well 
as the whole range of institutions controlled by the Soviet dicta- 
torship, are directed toward defeating us in a struggle that is es- 
sentially economic in character. 

Progress at home is used for propaganda and penetration 
abroad. The weapons of economic warfare, such as dumping and 
preclusive buying, are kept at the push-button readiness that dic- 
tatorships can maintain. And now a program of loans, grants and 
technical assistance has been added to the Soviet arsenal of eco- 
nomic weapons. Each shot from this arsenal is aimed at a political 
target. The infinitely more difficult and troublesome task of build- 
ing the economic foundations of growth and stability does not 
encumber the strategic planning of the Soviet’s economic warriors. 

This warfare is waged at the personal as well as the policy level. 
The Soviet technicians and advisers now being placed in strategic 
positions all over the globe not only are trained in their specialties, 

but indoctrinated to argue their country’s ideology and national 
aims. Even more importantly, they are taught the language of the 
country to which they are going, whether it be Hindi, Urdu, 
Chinese, Burmese, or an obscure African dialect. I am told that 
in Moscow’s English language institute the student can choose 
whether to acquire an American or a British accent! 

All this adds up to determined warfare, waged at every level 
of national life. 
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CONTEST OF 
CIVILIZATIONS 


We are engaged in a contest of civilizations. And it is a contest 
we must win if our way of life is to survive on this planet. 

Unless we think of it in these terms, what I have to suggest has 
little point. Unless we sense the urgency and the magnitude of the 
threat, there is real danger that we will lose. And if I seem to labor 
what, to this group, is obvious, it is because I fail to find the meas- 
ure of dedication; the willingness to invent, adapt, experiment, 
explore; the sense of national purpose that is required to win. 

Today, our peri! arises not from the power of the Soviet chal- 
lenge but from the weakness of our own response. 

Perhaps the most puzzling paradox of our time is the fact that 
the wholly materialistic Soviet approach to life has acquired an 
almost spiritual quality in the minds of hundreds of millions of 
people; while our civilization, based on the spiritual concept of 
man created in the image of God, has acquired the reputation of 
being hard, cold, and often inhumanely materialistic. 

Is it too much to expect free enterprisers to develop some- 
thing of a missionary feeling about free enterprise? I, for one, do 
not believe it is. But | am also convinced that something more 
than lip service to free enterprise in corporate board rooms and 
from after dinner rostrums like this are required. This is a contest 
that will be won by works, not words. 


GETTING BUSINESS 
OUT OF 4-F STATUS 


Therefore, what is needed, it seems to me, is a means—a 
mechanism —by which business can enlist in the economic war. 
Although the war is being fought in areas of their special knowl- 
edge and experience, businessmen are in something of a 4-F 
status; they pay taxes but are not directly involved in the fighting. 
I think they should be at the front. I even believe that more of 
them should be officers! 
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Thinking in these terms led me to look at our experience in 
mobilizing our economic power for waging the more conventional 
types of warfare. How did we create the “arsenal of democracy” 
less than two decades ago? We did it by government contract with 
private industry equipped and able to do the jobs that needed to 
be done. 

And when | think of the job that now most needs to be done in 
the underdeveloped countries, it seems to me that this technique 
4s particularly appropriate. 

The problem in these countries is considerably different from 
that which faced us in Western Europe at the end of World War 
Il. There we were dealing with highly industrialized countries 
with skills, services, laws, traditions and institutions that made 
our massive export of capital an effective act of enlightened states- 
manship. Such conditions are not present, or only partially pres- 
ent, in most of the less developed countries. 


MORE THAN 
CAPITAL REQUIRED 


Exporting capital will not, in itself, meet these countries’ needs. 
Some of them do need capital, both public and private, on a large 
scale. And it is important that our export of private capital should 
be supported more than it has been by our tax laws. Some coun- 
tries, however, notably in the Middle East, do not lack capital at 
all. What they need are skills and better means of employing the 
capital they already have. And in some countries, the infusion of 
capital alone tends to reinforce practices, people and regimes that 
must change if Communism is not to become the attractive alter- 
native to today’s feudalisms. 

Most of the underdeveloped countries lack both business en- 
terprises and business managers. They seek to borrow our tech- 
nology but fail to grasp that enterprises and enterprisers have also 
played a vital role in our growth. De-centralized, independent and 
competitive enterprises have not sprung up and the power of the 
free market to stimulate growth has not been felt. 

Some of this simply reflects the lack of development. In other 
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cases, the new governments have kept the initiative for develop- 
ment in their own hands. But there is also another reason which 
it would be wise to recognize. What business has existed often 
has been of the trading variety and the larger-scale foreign trade 
usually has been in the hands of non-native managers. Thus, the 
image of private enterprise that has been created either is of 
“horse-trade” bargaining in the bazaars, or of foreign exploitation 
of local resources and, often, of local people. 

All these conditions make me conclude that the central issues 
of foreign economic policy cannot be dealt with effectively, as in 
the last decade, by the mere export of capital. The answers will 
be found, I am convinced, in the massive export of the managerial 
and entrepreneurial talents as well as the productive skills that 
reside in the American business community. 


A NEW PARTNERSHIP |. 
OF BUSINESS AND GOVERNMENT 


Achieving this purpose requires the building of a new partnership 
of business and government dedicated to promoting economic 
development abroad. This partnership could be effected by having 
responsible government agencies contract with private companies 
and private management to plan, build, organize, operate, and 
train local people for operating, business enterprises abroad. 

This means that much of our aid would be extended in terms 
of specific developmental projects, with American firms having 
skill and experience in the field being retained by government, at a 
reasonable fee, to assume responsibility for each such project in 
its entirety. The responsibility would extend all the way from as- 
sessing the soundness of the projected enterprise to organizing the 
company, securing its financing, building the plant, developing its 
market, and, finally, recruiting and training local people to move 
in and carry on the enterprise. 

The contracting company would not be required to invest its 
own funds in the project. If it desired to do so, and the country. 
concerned agreed, it should be able to acquire at least a minority 
interest in the enterprise. As performance conquers suspicion and 
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doubt, I believe such investment will occur—with beneficial 
results for all concerned. 

Once the principle of operating in this fashion is established, 
a vast variety of methods and combinations of methods will sug- 
gest themselves. And the responsibility for effective implementa- 
tion will fall heavily on both government and business. 


GOVERNMENT'S 
ROLE 


Government will need to develop, on a country-by-country basis, 
and in some cases on a regional basis, programs for economic 
growth that will encourage the stability and independence of the 
less developed countries. The regional approach needs to be en- 
couraged because the pitifully small markets of most underde- 
veloped countries severely handicap most plans for new industries 
that require some size to achieve efficiency. 

Government, of course, will need to negotiate with the country 
concerned, the broad basis on which to carry out such a program. 
It will need to seek out the specific projects best designed to ad- 
vance the program. To government also will fall the task of select- 
ing the American firms, negotiating the terms of the contracts and 
setting and maintaining standards of performance. 

This gives government—on both the executive and legislative 
levels—a big job to do. The job is on the planning and policy- 
making level which is appropriate to government—and which 
government must perform efficiently, if it is given the chance to 
do so. 

This means, for example, that the contracting agency must 
command public confidence and attract people who are com- 
petent, honorable and honest—a staff of the caliber of that serving, 
say, the International Bank. Achieving this goal, however, re- 
quires an improvement of the climate in which our public servants 
function. Dedicated work and wise policies need to be protected 
from irresponsible attack and self-seeking pressures. And I know 


of no better way of pursuing this goal than by getting businessmen 
to become more active politically. 
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BUSINESS 
AND POLITICS 


I am not speaking of political action in the partisan sense— 
although even more of that would help. I am talking about in- 
volvement in the political process generally through persistent and 
responsible participation in public affairs. I am talking about the 
conscientious search for what is right, for what is in the public 
interest, and for the fearless espousal of the best answers that 
can be found. 

I cite, as an example, the Cordiner report. That report faced up 
to the difficult answers to a vitally important problem. The an- 
swers were presented to public officials who were unaware, or 
unresponsive, or even, in some cases, unfriendly. But opinion was 
won over and action achieved by frankness, by courage and by 
political persistence. This is the kind of responsible political 
action that could make businessmen, if only more of them would 
engage in it, effective political persuaders. And more of such in- 
volvement could help us remove other barriers to the enlistment 
of business, talent in the economic war with the Soviet Union. 

1 am thinking, in this connection, of the “‘conflict of interest” 
issue. Thus far, the handling of this question has been motivated 
almost entirely by partisan political considerations. It is much too 
important for that. I would like to see us seeking guidance on such 
issues as this from a committee of public spirited “elder states- 
men” of government and industry such as the ex-Presidents of the 
United States, and Frank Abrams, Laird Bell, Bernard Baruch, 
Clarence Francis and Ben Fairless. 

We have consciously developed a society in which responsi- 
bility and decision-making are widely dispersed over many levels 
in both the public and the private sectors. We must not let the at- 
tack from the Soviet dictatorship undermine this pluralism and 
shove us or our efforts abroad into the Soviet mould. Instead, our 
task is to find the means of preserving our pluralism at home and 
of putting it to work overseas. Our task is to find the means of let- 
ting this many-sided, mixed, and difficult-to-describe system of 
ours demonstrate its superiority. 
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The approach I suggest puts government in the planning and 
policy-making role it should be in; and it enables private enter- 
prise to assume the role it is best able to perform—the develop- 
ment of business enterprises and enterprisers. 

This is really not such a revolutionary idea. We are applying it 
constantly in the other aspects of our national security effort. 


THE TESTED APPROACH 
TO DEFENSE 


During the First World War, it was government that first under- 
took to manufacture most of our munitions. We learned the hard 
way. So when the Second World War occurred our historic feats 
of production were achieved by private industry, operating under 
government contract, and receiving remuneration for the cost 
involved. 

Thus, today, when we think of national security in terms of 
planes, missiles and ships, we turn without question to contracts 
with private industry. Even defense research and development are 
conducted primarily in this fashion. This has been an extraor- 
dinary development; in great contrast to the experience in World 
War I. 

Now that development and production on a broad scale in the 
less developed countries have likewise become important to our 
national security, is not the adoption of the same technique a 
logical step? 

I would not suggest, however, that the adoption of this tech- 
nique is a simple matter. Merely outlining the responsibility that 
government would assume undoubtedly suggested to you a num- 
ber of intricate and difficult problems. Similarly, private industry, 
in meeting its responsibility, would have to face up to important 
issues of philosophy, policy, practice and procedure. And the out- 
come generally will be determined by how clearly business leaders 
see their future, the future of their free enterprise economy—in- 
deed, their country’s future— bound up in the task of promoting 
economic growth and political stability in the rest of the world. 

I have suggested that government initiate a massive effort to get 
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American business abroad to develop business there, in return for 
a reasonable fee, because it is now obvious that investment abroad 
will not occur in the normal fashion at the rate our security and 
the needs of the underdeveloped countries require. 

If you look at the non-oil investments in the underdeveloped 
countries of vital strategic concern to us, the amount of private 
American funds going abroad shrinks surprisingly. Last year, for 
example, out of a total private investment abroad of some four 
billion dollars, the amount of non-oil new investment that went 
into all of Asia, all the Middle East and all of Africa, including 
the European dependencies in Africa, totaled little more than 70 
million dollars. At this rate, we will never build multi-faceted, 
non-socialist economies faster than under the beguilingly simple 
Communist blueprint. 


BUSINESS STATESMANSHIP 
CALLED FOR 


In suggesting a partnership between business and government 
that would harness our widely dispersed economic system to. the 
task of economic development abroad, a high measure of business 
statesmanship is called for. I believe fervently that such statesman- 
ship exists. I believe it is waiting only for a means of expressing 
itself. 

In most areas, for years to come the risks are far too great and 
the returns far too small, to justify investment in the normal man- 
ner. Managements and stockholders want to be good citizens; but 
we cannot expect them to operate their business as a philanthropy. 
If we did, we would be violating one of the essential lessons we 
need to demonstrate —that given a reasonable chance to function, 
private enterprise can provide more people more things and more 
freedom at the lowest cost and the best return in profits and in 
non-material rewards. 

The first and most important test of business statesmanship will 
come in determining how high a priority to place on this function 
in the wide range of corporate policy. Will general corporate 
policy in working out this new partnership with government, com- 
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mand the attention of the best and broadest minds on corporation 
boards? Will the development of relationships with our govern- 
ment and with the governments, corporations and mixed corpora- 
tions abroad claim an important share of the time and thought of 
top management? And when a company has undertaken to de- 
velop an enterprise abroad, will it send its best talent that has the 
capacity and imagination to adjust to differing circumstances and 
cultures? Or, will it merely regard the government contract as an 
opportunity to dump its problem children on the Hottentots? 
Unless, at every one of these points, the answer is a positive 
one; unless American business sees this partnership as the great 
opportunity to display the virtues of our system, including the 
people and the attitudes as well as the goods it produces; unless 
the willingness to earn a fee for the undertaking is mixed with a 
strong sense of patriotism and conviction about the values of 
American life; unless all these elements are present I think it would 
be better to lock up the store and send the key to Moscow now. 


BUILDING 
“SHOW CASES” 


Most of the people on this earth have never heard about or doubt 
the existence of the kind of capitalism we take for granted. Its 
reality is believable only through demonstration. That is why I 
believe it isso important to devise a program that will build “show 
cases” for enterprise all over the world. 

A recent conversation with a member of the Business Advisory 
Council whose company operates abroad helps to illustrate what 
I mean. He told me of the consternation that was created when his 
company asked their local suppliers if their goods were being pro- 
duced at prices their own employees could afford to pay. This, to 
the local supplier, was an unheard of idea; a fantastic suggestion. 
But the American company insisted that if they wished to remain 
suppliers they must work toward high production, lower costs and 
lower per unit profits that would place their products within the 
economic reach of many buyers instead of a few rich ones. 

By applying what was a normal rule here at home, this com- 
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pany is encouraging an economic revolution—the kind of revolu- 
tion our country and our system stands for; the kind of revolution 
that oppressed and aspiring peoples will flock to once they see we 
are not defenders of their inadequate status quo; once they see we 
are the exponents of a kind of capitalism they have never known 
or even imagined. 


THE QUESTION 
OF COMPETITION 


I have stressed statesmanship because, at first blush, it will seem 
to some businesses that they are being asked to create competitors. 
But this danger, | am convinced, is more apparent than real. As 
George Bernard Shaw once said, there is less here than meets 
the eye. 

For one thing, the bulk of the needs for a long time to come will 
be in non-competitive lines. Even when this is not the case, local 
and regional needs generally will more than absorb the additional 
capacity. Also, many new industries will create markets that do 
not now exist. For example, many agricultural areas need but do 
not use fertilizer, and the building of local plants will spur the 
development of a now non-existent market. 

Another consideration is that some of these industries will be 
built whether we like it or not. I know of one firm now building a 
factory in India that at first rejected the Indian proposal, but then 
agreed to go ahead when it learned the Russians were prepared to 
accept the contract. Now the firm is finding that this entry is pro- 
viding a base for developing more promising business oppor- 
tunities. 

And finally, there are two broader considerations. First, the 
country that is responsible for installing the initial capital equip- 
ment will have the economies of these emerging nations tied to it 
for generations. Will this be equipment of American or other west- 
ern manufacture, or will it be Soviet equipment? The answer to 
this question has profound political import. Also, no one could be 
unaware of the business opportunities provided by the need for 
parts, supplies and replacements. 
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And, secondly, there is the clear economic fact that wherever 


living standards and purchasing power rise, so does the overall 
demand for American goods and services. 


OUR BASIC 
VALUES 


In addition to business statesmanship, I have stressed the need 
for conviction concerning the basic values of American life. We 
must be inspired to make that extra effort to break out of the tight, 
in-bred American communities that so often characterize our 
operations abroad. We must learn the languages of the people and 
how to live with them on close terms so that we can communicate 
not only our technology, our charts, and our procedures but also 
the important intangibles of American life. 

And I should also stress faith because, in many of these coun- 
tries we must begin with governments and people who have com- 
mitted themselves to economic development on a socialist pattern 
or along lines set by central government planning. I reject the 
counsel of fear that American enterprise cannot compete and 
adapt without reinforcing systems alien to our own. 

Because I believe in the inherent strength and ingenuity of our 
way of getting things done, I am willing to accept the fact that the 
“show cases” we build may not always be mirrors of the Ameri- 
can corporation or of American experience. In some cases, our 
initial influence may be limited to creating enterprises that may 
have no more than operational independence and authority to 
perform in the best interests of their stockholders. Those stock- 
holders may be individuals, but in some cases they may have to 
be communities. Nevertheless, we should proceed in the faith that 
the dynamics of our system are such that these developing enter- 
prises will move toward our own concepts —in the faith that even 
the publicly owned enterprises we help to start will “spin off” 
ideas and opportunities and people who will steadily enlarge the 
private sector of these emerging economies. 

We must believe that the vitality and value of our way of life 
and the economic system behind it will assert themselves. We 
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must believe that, inherently, socialism cannot subvert capitalism 
nearly as surely as capitalism can subvert socialism. 

We must also support this faith with the willingness to engage 
the best talent we possess—talent that will take abroad the same 
willingness to improvise, to modify and to adapt that has marked 
our growth here at home. 

This talent will mainly be kept at home unless it can go abroad 
without getting off the escalator of corporate advancement. But 
we can mobilize and apply it if we will develop a program in 
which responsible governmental agencies would contract with 
private companies to organize and develop total enterprises in 
the field of their special competence. This way, we could harness 
the power of the hundreds of thousands of “economic teams” 
that make our country strong. This way, we could put in our “first 
team.” 

A decade ago we devised the means for using our economic 
power to save the wavering Western world. Now, by building this 
new partnership of business and government, we can wage and 
win the war for growth and development in freedom. 
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Mr. Casor. The relationship of the United States tariff policy to 
United States private foreign investment. 

The research and policy committee believes that it is in the national 
interest to reduce tariffs and other barriers to foreign trade on a 
gradual and selective basis. 

The committee reached this conclusion for several reasons. One 
is the fact that a trade policy which aims to reduce our trade barriers 
on a reciprocal basis is good for the United States economically. 

United States foreign trade, like our internal trade, permits a more 
economical use of our resources by promoting specialization of pro- 
duction. We enjoy higher real wage levels and living standards with 
foreign trade than would be possible without it. 

We also believe that such a policy is in the national interest because 
foreign trade policy is an integral and important part of our foreign 

licy. 

Although foreign trade is a small penne aes of our gross national 
product, we export about one-fifth of total world exports and absorb 
about one-eighth of total world imports. 

Our foreign-trade policy will have a strong bearing on whether the 
free world moves ahead to widening markets and expanding produc- 
tion or whether it moves in the opposite direction, toward intensified 
economic nationalism and division. 

Recent developments, such as the Soviet economic offensive and the 
European Common Market, seem to us to make even more compelling 
a foreign-trade policy designed to reduce barriers to trade. 

Another important aspect of the tariff question is the relationship 
between United States tariff policy and United States private forei 
investment. There is a direct, intimate, and important relationship 
between tariff and investment policy. 

Nothing would be more self-defeating than to have this committee 
and the United States Government support and encourage an outward 
flow of United States private capital and, then, at some other time, 
or at the same time, adopt a protective tariff policy which would be 
injurious not only to friends abroad and to American consumers, but 
also to the American investors we seek to encourage. 

One of the most important deterrents to the export of United States 
private capital in the postwar world has been the general inconverti- 
bility of most of the other currencies of the world with the United 
States dollar. 

Inconvertibility is directly related to United States private foreign 
investment since the outcome of a foreign investment at some stage, 
or stages, depends on whether an investor can receive his earnings 
from abroad and get his original investment back, if he so desires. 

While many of the more developed countries have been rapidly 
approaching the conditions necessary for convertibility, in the under- 
developed areas it still remains an acute problem. 

Now, the only way in which the foreign countries of United States 
investment can in the final analysis make their currencies exchange- 
able into dollars is by directly or indirectly earning sufficient dollars. 
And the only way in which the United States investor can be reason- 
ably certain of remitting earnings or repatriating capital, if he desires, 
is if there is a good prospect that the country in question can earn 
sufficient dollars. 
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I am not suggesting that lowering of United States tariffs and trade 
barriers would, by itself, solve the great problem of inconvertibility, 
particularly that of the underdeveloped world. 

I am suggesting that it would make an important contribution to 
its solution and that a protective policy would seriously hinder the flow 
of United States capital abroad, by impairing the investor’s prospects 
for remitting profits and repatriating capital. 

Possible tax incentives for United States private foreign investment 
in the underdeveloped areas: We need more consideration. of possible 
tax incentives to United States investment in the underdevelo 
countries. I underline the underdeveloped countries since I think 
it should be frankly recognized that. we would be establishing another 
tax preference and that a loss of revenue, however small at present, 
would be involved. This could be justified only on the basis of the 
strong national interest in the flow of private capital to the under- 
developed countries. 

The suggestion that there be a 14-point or more abatement of the 
corporate income tax for income derived from direct investment: in 
these countries, might be useful. 

The research and policy committee has supported such a proposal 
in the past. Other tax possibilities should be considered. 

For example, postponement of United States tax might be allowed 
in cases other than foreign subsidiaries. It may also be advantageous 
to permit United States businesses to charge off the costs of foreign 
investment either immediately or very rapidly. 

I very strongly believe that such tax incentives as may be adopted 
be for the economic development of the underdeveloped countries and 
for investments in those countries. I am not sure how much of a con- 
tribution they can make to the solution of this problem. 

Certainly tax incentives cannot do the job alone, or in. isolation. 
But, if they are soundly conceived, they would be all to the good and 
would provide a solid base for an expanded flow of private capital 
in the years to come. 

I have purposely made this statement brief so that I would not 
repeat all the arguments and facts presented by other witnesses and 
to allow as much time as possible for any questions you may wish to 
ask. 

Thank you very much for inviting me to appear before you in 
behalf of the research and policy committee of the CED and its sub- 
committee on international economic policy. 

Thank you very much, Mr. Chairman. 

Mr. Boces. Thank you very much, Mr. Cabot. 

Mr. Byrnes? 

Mr. Byrnes. Mr. Cabot, I am in accord with your proposal, as I 
was with Senator Javits’, making any tax concessions applicable on 
the basis of some selectivity in order to accomplish this purpose,of 
encouraging investment in what some people call less developed coun- 
tries and others call underdeveloped countries. 

I am wondering if you can give us, or whether in your CED pam- 
phlet which you presented to us, there is a guide as to a definition 
implying any such selectivity ? 

Mr. Canor. I don’t think our committee has ever considered ‘the 
question of selectivity. I would personally support the idea of selec- 
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tivity, but I would like to call your attention and the committee's 
attention to the fact that in the developed countries there is usually a 
high tax rate so that a reduction in the United States tax on income 
abroad, giving us 14 points in the Eastern Hemisphere, would not 
reduce the taxes of a company such as my own in Europe to any con- 
siderable extent because already you have high taxes in Europe. 

It would reduce the taxes in many of the underdeveloped countries 
where the tax rate is much lower. This would not be true in India 
which Senator Javits spoke of, because India has a high tax rate 
already. 

Mr. Byrnes. Do not quite a few of the less developed countries have 
a high tax rate, or is it your point that they have a low tax rate? 

Mr. Casor. I think you will find they have a low tax rate. I am 
not a tax expert and I wish to disqualify myself as being a real expert 
on this problem. 

Mr. Byrnes. I was seeking information as to what the general rule 
was. 

I thought your point on page 10 of your es statement was 
that the concessions that were made should have been made on a more 
on a more or less selective basis; in other words, applicable funda- 
mentally to the underdeveloped countries. 

What I was trying to get at is how do we differentiate between the 
underdeveloped countries or the less developed countries and others? 
We have this whole range of economic development. 

Mr. Casor. It seems to me that it is more important to your United 
States overall foreign policy to develop the underdeveloped countries 
and the European countries. 

However, it seems to me that it is also to the United States na- 
tional interest to have further private United States capital flow to 
the European countries. 

Mr. Byrnes. You are not suggesting that in giving any tax conces- 
sion it should be based on where the investment is to be made, areawise, 
as was suggested for instance, by Senator Javits? 

Your suggestion is there should be a flat concession and the hope 
is that it would then make available investment in the underdeveloped 
countries? 

Mr. Casor. We believe that a flat concession such as 14 points re- 
duction, would increase private investment abroad, mostly im the 
underdeveloped countries. 

I call your attention to the chart of the underdeveloped world on 
pages 8 and 9 of the statement which I have filed with the committee, 
which may be helpful to you in showing where investment has gone 
and the per capita income figures which show the income of the 
developed versus the income of the underdeveloped countries and how 
small that is. 

Mr. Byrnes. You use the per capita income as a basis of differen 
tiation ¢ 

Mr. Capor. Yes, sir. 

Mr. Byrnes. That isall, Mr. Chairman. 

Mr. Bocas. Mr. Machrowicz? 

Mr. Macurowicz. No questions. 

Mr. Boces. Thank you very much, Mr. Cabot. You have been very 
helpful. 
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Mr. Cazor. Thank you, sir. 

Mr. Booes. Our next witness is Mr. Strackbein, chairman of the Na- 
tionwide Committee on apo tape Policy. 

Will you identify yourself, sir? 


STATEMENT OF 0. R. STRACKBEIN, CHAIRMAN, THE NATIONWIDE 
COMMITTEE ON IMPORT-EXPORT POLICY 


Mr. Srracksein. My name is O. R. Strackbein. I am chairman of 
the Nationwide Committee on Import and Export Policy. 

Mr. Boges. Do you havea prepared statement ? 

Mr. SrrackseEIn. I have a prepared statement, Mr. Chairman, and 
may have a few other comments. 

Mr. Boees. You may proceed. 

Mr. Srracksein. Many of the questions relating to private sensign 
investments set forth in the notice of hearing have been answered by 
official witnesses of the Government. It will, therefore, not be my 
purpose to repeat such information as has been submitted, relating to 
the total amount of investments abroad, the amount corresponding to 
the different countries or areas of the world, the amount invested by 
various industries, services, and so forth. 

This presentation will be limited to observations and comments on 
the broad question of private foreign investments. 

In recent years these investments have expanded and the outlook 
is that they will increase in the years to come, assuming relatively 
stable political conditions in the countries that principally attract our 
private investors. 

This outward movement of capital from the United States should 
cause no surprise. It is in response to several conditions that have 
been conducive to such a movement : 

1. Surplus funds have been created in this country as a result of 
rofitable operations in our industries since the World War. These 
unds were available for investment here in the form of new plants, 

expansion of existing facilities, or extension of service trades, and so 
forth. 

2. The competitive situation in this country became more pressing 
both from internal and external sources. 

3. Expanded sales often did not. produce a commensurate increase 
in profits. 

4. By contrast, the possibility of transferring more and more activ- 
ity abroad became more attractive. One of the prime drawbacks to 
foreign operations, however, was the ever present possibility of ex- 
pveatren or inability to realize payment in dollars in the event of 

iquidation. 

These disadvantages have been met, at least in part, by the invest- 
ment guaranties provided by our Government. Until June 30 of this 
year guaranties had been extended to numerous companies under this 
program in the amount of $206,812,000, with the actual net guaranties 
standing at $156,783,000. 

These guaranties have reduced the risk to private concerns and, 
therefore, have reduced the reluctance to commit funds to foreign 
operations. 

With the exception of the Suez Canal seizure and the halting of oil 
production in Iran under the sway of Mr. Mossadegh, there has been 
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an uneasy improvement in the foreign-investment climate. Venture 
capital, notably in the petroleum industry, has indeed flown quite 
freely into different parts of the world, including some of the prime 
trouble spots. 

I would like to point out here, Mr. Chairman, that this seems to 
indicate that if investments abroad offer sufficient probability of profit 
private investment will flow. 

If you will look at the chart prepared by the Department of Com- 
merce and printed in the Survey of Current Business for September 
1958, on page 17, you will find that of the $25.3 billion of direct pri- 
vate investment abroad the petroleum industry accounted for 36 
percent. 

But of the profits of $3.3 billion in 1957 the petroleum industry 
collected 49 percent. This indicates that the investments abroad in 
petroleum are considerably more profitable than the investment in 
other industries, mining and manufacturing operations. 

So I simply say that private capital will flow, and does flow, abroad, 
as the record shows, if the possibilities of profit are adequate. 

The mere fact that the foreign political conditions are not always 
favorable does not seem to be too much of a deterrent, because such 
capital has flown into the Middle East, where certainly the political 
situation could not be regarded as the most favorable. 

Of course, investment in oil exploration and oilfield development 
has been in the forefront of ventures into foreign countries by Ameri- 
can business because of the possibility of greater earnings, and no 
doubt because of greater accustomed exposure to risk even in this 
country. 

By this I simply mean that petroleum exploration does have an 
element of risk in it that is unavoidable, so that the petroleum indus- 
try perhaps has been more accustomed to running risks than other 
industries. 

Nevertheless, private capital investment in manufacturing plants 
abroad has also expanded in recent years. 

This could only mean that the outlook for profits was better abroad, 
in the judgment of the companies that made such investments, than in 
this country, and this fact brings us to the question of why this should 
be the case, but let us look at the whole front first. 

The urge to expand private American investments abroad as a 
matter of public policy must rest on the grand assumption that— 

1. Private foreign investments are indeed more profitable than 
would be the same additional amount of investment in this country. 

_2. That foreign investment will improve our international rela- 
tions. 

3. That foreign economic development, which would be stimulated 
by investment of American capital, would lead to expansion of trade 
and would, therefore, indirectly benefit our export trade; 

And, 4, that the promotion of such investment would contribute to 
the defeat of the threatened Russian economic penetration of other 
countries. 

Under these, or some similar, assumptions, the guaranties against 
expropriation and assurance of convertibility at public expense have 
been justified or rationalized. 
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It is also under these, or similar, assumptions that tax benefits or 
tux subsidies would be justified. ‘ 

Under what circumstances would investments in other countries, 
indeed, be more profitable than the same investments made in this 
country / 

It could be true if our investment possibilities at home were satu- 
rated. 

It could be true if this saturation were caused by one or more of a 
number of factors, such as: 

1. Higher production costs here than abroad ; 

. More severe competition in the home markets in this country ; 
. Lower expansible purchasing power in this country ; 

. Less availolie skilled labor, or labor searcity in pneees f 

. Greater freedom from government control in other countries ; 
Lower taxes abroad ; 

Less onerous sanitational requirements ; 

. Less rigid quality standards; 

. Less competition and greater ease of establishing a monopoly 
or semimonopoly position in other countries through patents or in- 
dustrial processes that might be more nearly unique in a foreign 
setting than at home, et cetera. 

If foreign investments are more attractive than further investment 
in this country, it should occur to us that the homefront itself needs 
examination. What has caused the conditions that have made addi- 
tional capital outlays at home less attractive than the foreign field, 
to the extent that this is true ? 

We have saddled industry and agriculture with tremendous cost 
burdens by law, directly and indirectly. We moved agricultural 
pres sharply upward, established minimum wages and maximum 
1ours of work, instituted obligatory collective bargaining, set up a 
social-security system, and these actions all contributed to higher costs 
of production. 

n some fields we all but priced ourselves out of foreign markets, 
as in the case of raw cotton. Sales abroad then had to be stimulated 
by artificial means, such as subsidies or a two-price system under which 
exports could move at lower prices than those prevailing in this 
country. 

While we are building up higher and more rigid cost structures in 
this country and thus reducing the capacity of domestic industries to 
ones with imports, we also greatly reduced our tariff. 

More and more industries are now finding it necessary to obtain 
foreign manufacturing facilities: 

1. Asa means of competing with imports into this country ; 

2. As a means of selling in the foreign market in which the plant 
is located ; and 

3. Asa means of supplying other foreign markets. 

The automobile industry offers perhaps the most notable example. 
The big companies have invested extensively in England no less than 
in West Germany and France and other countries. The cars manu- 
factured there are sold not only in the country where each particular 
plant is located, but in third countries as well as in the United States. 

The American automobile industry was the pride of the productive 
system of the United States, one of the leading mass-production indus- 
tries in the world if not the leading. 
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Time was when the American automobile aoa dominated the 
world market. This is far from true today. orts into this coun- 
try alone now greatly exceed our total exports oa all parts of the world 
in terms of number of cars. Our fo oreign market has shrunk 
dramaticall 

Now, if that could happen to the foremost production industry of 
the U nited States, then certainly it stands to reason that it can ‘also 
happen to hundreds and hundreds of other industries that are not in 
such a favorable position. 

It is true, of course, that the companies that have invested overseas 
participate in exports to this country and to other markets. 

I am still speaking here of the automobile industry. Presumably 
their business arising from foreign investments is profitable. 

However, the cars that are manufactured abroad and shipped into 
this country are not made by American workers. Nor is the steel 
used in the imported cars made here, nor the iron ore mined here. 

The glass, aluminum, copper, paint, and rubber that go into foreign 
ears are also not made here. Our parts manufacturers do not alike 
the parts from which the imported cars are assembled. 

In other words, our large automobile companies are not employing 
American workers, but lower paid foreign workers in capdivine a 
part of the American car market and a part of the foreign market, to 
which they formerly shipped from this country. 

Thus is labor bypassed and no less so the suppliers of the domestic 
companies and the parts manufacturers. 

In other industries, where a greater number of companies exist, the 
smaller ones seldom have the reserves or resources to establish foreign 
facilities and, as a result, are usually left in the position of defending 
themselves as best they can against the imports. 

That this puts them into a virtually untenable position may be de- 
duced from the fact that even the larger companies found the import 
competition so severe that they turned to foreign manufacturing as a 
defensive measure. 

In time the smaller companies may be driven out of business or into 
the arms of the bigger ones, to be absorbed or liquidated. 

Thus is the trend toward concentration of industry into fewer and 
larger units aided and abetted. 

In the meantime, the Full Employment. Act of 1946 is forgotten. 
Instead of promoting employment by expansion of investment in this 
country, outlets are sought in other countries. There can be little 
doubt that the competitive situation in this country, particularly from 
imports, and the condition of high costs, combine to drive many com- 
panies into the foreign field. They then give employment abroad 
rather than here as they might prefer to do, for the simple reason 
that additional investment at home under the circumstances is not 
only not attractive, but would actually seem foolish. 

Our tariff policy of the past 24 years has helped directly to bring 
about a competitive situation that confronts more and more companies 
in more and more industries with the necessity of looking abroad for 
manufacturing facilities to achieve lower costs of production. Those 
that cannot meet the challenge face only the bleakest future because, 
as the trade law has long been administered, there is no likely remedy 


to be had. 
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First our Government creates the untenable position in which 
many industries and companies find themselves, and then, in effect, 
calls them inefficient because of inability to compete, and, lastly, re- 
fuses to come to their rescue when they are badly hurt. 

The policy that not only countenances, but actually fosters, a flight 
of capital to other countries is a contradiction of other national pol- 
icies and works at cross-purposes with them. This contradiction is 
most visible in those agricultural products with respect to which par- 
ity support prices began to attract imports as if by a suction pump. 

In a number of such instances, notably raw cotton, wheat, peanuts, 
et cetera, steps have been taken to hold the imports within bounds, by 
the imposition of highly restrictive import quotas. 

Wheat imports quotas, for example, allow only about one-tenth of 1 
percent of the amount of wheat grown in this country to be imported. 

In the case of wheat flour, the import quotas allow about one-fiftieth 
of 1 percent of the amount of wheat flour produced in this country to 
be imported. 

In the case of raw cotton, the import quota allows about 1 percent 
of the amount of cotton grown in this country to be imported. 

This is an interference with trade, of course, that is very often over- 
looked, and I might add that the wheatgrowers, flour millers, and the 
cottongrowers in the country are ranged on the side of the free trade 
elements. 

There was, of course, little likelihood that cotton and wheat growers, 
for example, would invest in other countries for wheat and. cotton 
growing as a means of defending themselves. Had this been possible 
as it has been found to be in fishing and fish processing, sewing machine 
manufacturing, watchmaking, and numerous other industries, it is 
obvious that such recourse might have been resorted to. 

It is equally obvious that it would not only not have solved the 
problem, but would have aggravated it. It would simply have filled 
the Government’s warehouses with cotton, peanuts, and similar crops. 

Yet the position of manufacturing industry is little different from 
that of the wheat farmer and cottongrower. 

Now, Mr. Chairman, it is often alleged that the justification, and 
I agree, for the wheat quotas, the flour quotas, and the cotton quotas, 
peanut quotas, rests upon the fact that we have established high sup- 
port prices in this country for these products. 

If the limitations were not imposed, the United States Government 
would be buying up tons and tons and millions of dollars worth and 
perhaps millions of bushels of wheat, millions of bales of cotton, as 
im some instances they have done in spite of the import quotas. 

Certainly the problem would have been much more difficult than it 
has been under the use of import quotas. 

But a distinction is always drawn which says that even though 
these import quotas are justified in the case of agricultural products, 
they are not justified in the case of industrial products. 

hat is where I beg to differ because, to repeat this sentence, the 
position of manufacturing industry is little different from that of 
the wheat farmer and cottongrower. 

The high level of wages prevailing in this country creates an at- 
tractive market for producers in other countries and places domestic 
manufacturers in many industries at a competitive disadvantage. 
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However, the Government does not purchase their output if it 
backs up in the warehouses because of imports, nor will it provide 
quota limitations on imports as it has done with a number of agri- 
cultural products, and is most reluctant to grant a restoration of a 
duty previously reduced. 

Certainly it does not provide a two-price system that would sub- 
sidize domestic producers and enable them to compete with imnorts. 

No. In the name of foreign relations and presumed international 
friendship the industries that cannot compete with imports have the 
choice of walking the plank or jumping national boundaries and be- 
coming a part of the competing adversary. Imports mav then con- 
tinue unimpeded, and instead of domestic farm surpluses backine un 
in Government storage, domestic workers join the distress columns 
of the unemnloyed. 

Bv drawing this contrast between the treatment of agricultural 
products and industrial products we neither suggest that the agricul- 
tural policv be extended to industry. nor that industry be subsidized 
through a two-price system or by extension of help to transform one 
industrv into another. 

Nor do we suggest facilitation of foreign investment. It would 
be much more sound policy to adjust the tariff or employ quotas 
toward creation of competitive market conditions vis-a-vis imports 
that would encourage expanding of investments at home. This, of 
itself, would create a broader market for our manufactured goods 
and farm crops and would be more direct, more assured, and much 
quicker in producing returns than are foreign investments. 

It would put more money in the Treasury than do foreign invest- 
ments. 

Moreover, I might add that undoubtedly it would make this market 
a more favorable market for imports. 

It would transform the domestic investment climate sufficiently to 
eliminate the pressure that now drives industries from this country 
on the lookout for cheaper means of manufacturing abroad. 

There is no reason why investment of surplus resources or sound 
credit should not find outlets in this country at least as attractive as 
any offered in foreign lands, unless, of course, the present conditions 
are allowed to continue. 

When labor is bypassed, as described above, when the suppliers of 
raw materials and parts and services are bypassed, when the smaller 
producers are bypassed, by imports that underflow our high cost 
levels, obviously the investment outlook in. numerous industries may 
not continue as attractive as formerly, and foreign shores begin to 
look better to risk capital than before. 

One sure way to increase private foreign investment would be to 
make domestic investments even less attractive. This would cost very 
little directly. 

Simply follow the present tariff policy a few more years. Subse- 
quently it would cost heavily, but perhaps our foreign friends could by 
that time reverse the foreign aid program and come to our rescue. 

I am sure that they would elbow each other out of the way to get 
to the head of the line. 

Mr. Chairman, that is all of my formal statement. I do have another 
comment or two that I would like to make. 
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The encouragement of foreign investments is at best a very difficult 
matter, as previous statements have demonstrated. But why the 
United States should wish to put itself in the way of becoming absen- 
tee owners surpasses comprehension. 

I think we only have to have a little familiarity with the history 
of Ireland to know what absentee ownership can do and how it 1s 
regarded and how it would risk the international friendship of the 
United States. 

Absentee ownership is not a route to international friendship. 

In Canada there is now increasing complaint about the amount of 
United States ownership or American ownership of their capital 
resources. Canada happens to be a country with a sufficiently attrac- 
tive investment climate to attract American capital. 

Thirty-three percent of our $25 billion in direct private investments 
abroad were held in Canada in 1957, one-third of all our foreign 
investments in the world of a private nature. Yet this very fact has 
brought about dissatisfaction in Canada, misgivings about the future, 
about the political contro] that might develop as a result of it. 

Now, if extensive investments were made in the countries where 
the investment is now low such as Asiatic countries, Africa, and so 
on, I do not see how this could add up to good public policy in the 
sense that it would be designed to promote better international 
relations. 

Then it is said that these foreign investments will increase our 
exports. Now, that also is about as wide as it is long. 

Just this morning there was testimony that when an American 
company that has been an exporter from here invests overseas it no 
longer imports from us from abroad, but produces the product that 
we previously exported to that market within that country, thus 
actually reducing our exports. 

It may be that to the extent that our foreign investments would 
develop backward countries economically, in time our exports to 
those countries might increase because there would be a larger de- 
mand created allaround. That may be true. 

But to advocate the policy of stimulating foreign investment with 
the idea that that in itself will increase our exports is certainly a 
highly speculative undertaking. 

I don’t think that it could be justified primarily or even to any 
important extent on that ground. 

Mr. Chairman, in recent weeks, or in recent months, there has been 
a great. deal of complaint about many of our American-owned ships 
transferring to the flags of other countries, particularly the Pana- 
manian flag. The complaint is that the purpose of so doing is to 
avoid the higher cost of operation under the labor standards that 
have been created in this country and, in fact, unless my memory is 
wrong, a strike was recently called by one of the maritime unions 
against this very process. 

Now, whether there is anything that can be done to prevent that 
sort of thing is another question. 

The point I am making is that that is not far different from shifting 
of investment from this country to other countries. The incentive 
is there to bypass the American wage standards and to manufacture 
in other areas of the world where wages are lower and costs of 
production are lower. 
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Now, whether or not that accords with the general policy of not 
only this administration, but previous administrations, to maintain 
high standards of farm prices, of wages, of employment, and so an, 
I will leave to you. I don’t believe that it does accord with it. 

Thank you very much. 

Mr. Boces. Thank you very much, Mr. Strackbein. 

Mr. Byrnes? 

Mr. Byrnes. No questions. 

Mr. Boaes. Mr. Machrowicz. 

Mr. Macurowicz. Mr. Strackbein, I notice you devoted quite a bit 
of your prepared statement to your concern over the automobile in- 
dustry and the American workers in that industry. That is a field 
in which I happen to be very much interested. You know, do you 
not, that both the automobile industry and the American w orkers in 
the industry support a foreign-trade program which you have ably 
and very consistently opposed ? 

Mr. Srrackeern. They have up to now; at least publicly. 

I think there is considerable misgiving about that at this time. I 
don’t know how far this doubt has grown, but I do believe that there 
is considerable concern in both the industry and among the workers. 

Mr. Macnrowicz. I might say that I have had no notice of any 
change in the policy, so far. 

Mr. Srracksern. There has been no public expression, that I know 
of. I could say at this point, however, that the steel industry also 
in the past consistently advocated and supported the trade program, 
but in recent times there have been public expressions to the contrary. 

Mr. Macwrowicz. Of course, you know that one of the concerns 
that you mentioned in your statement is the recent popularity of the 
small car in the United States. 

Mr. Srracksein. Yes. 

Mr. Macnrowicz. You have read, I am sure, the statement by the 
three large automobile manufacturers that they are going into the 
manufacture of small automobiles within the next year ? 

Mr. Srracksern. I understand that they are, but I don’t think that 
that guarantees them the whole market for the small car in this coun- 
try. 

Mr. Macurowicz. At any rate, they have shown no great concern 
over the popularity of the small cars. 

Mr. Srracxsern. I daresay, Mr. Machrowicz, that the investment 
of what must be scores of millions of dollars, perhaps hundreds of 
millions—I don’t know what the figure would be—in the facilities 
necessary and in the retooling necessary to make small cars must have 
been a matter undertaken only after very considerable and careful 
study. 

Now, let us assume that 400,000 small cars will be imported in 1957. 
By no stretch of the imagination could the domestic producers assume 
that that market for 400,000 small cars will be theirs if they put a small 
car on the market. 

The other cars are in here, and will probably continue to come in 
except, perhaps, those where the facilities are owned abroad by the 
American companies. 

They, of course, could no doubt reduce their exports to this country, 
but then, in that case, they would be working at cross-purposes with 
their own capital and would be in a very pec uliar economic situation. 
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Mr. Macurowicz. I am sure you know, as you have stated, they are 
doing what they announced after a very careful study and with the 
complete assurance that they can recapture that market. 

Mr. Srracxeern. In their judgment, yes; unquestionably. But the 
point is, of course, that they were forced, have been forced, to do some- 
thing that in their previous calculations had not counted in their ideas 
of how to supply the American market in the most profitable manner. 

Mr. Macnrowicz. That is all, Mr. Chairman. 

Mr. Boees. Of course, Mr. Strackbein, you know that much of this 
capital investment abroad is in areas which are not at all competitive 
in the domestic field—coffee, bananas, to name only two of them. 
There are many others. 

Mr. Srracksern. Mr. Chairman, if I created the impression that 
I would say there should be no foreign investment, then I have mis- 
spoken. I certainly have no feeling against the foreign investment 
that now exists abroad, or such investment as will flow abroad in 
the future. But I do not believe that the foreign investments are 
entitled to any particular favorable treatment or discriminatory treat- 
ment, taxwise, so to speak. 

Mr. Bocas. You were here yesterday when Mr. Smith testified, 
were you not ? 

Mr. Strracksern. Yes. 

Mr. Boces. You know the present situation which exists in the law, 
where you have a branch operation and where you have a foreign 
corporation ? 

Mr. STRACKBEIN. Yes. 

Mr. Boges. Would you think that that is a good thing, Mr. 
Strackbein ? 

Mr. Srrackeein. Well, in the first place, Mr. Chairman, of course, 
it is very difficult to answer any of these questions by generalities, 
because our tax laws provide that the taxes that are paid abroad are 
offset against those demanded in this country. 

So, if the taxes abroad are as high as those in this country, then 
there is an equalization. Now, if the tax abroad is lower than in 
this country, let us say, our rate being 52 percent on corporate profits, 
and let us say that the tax abroad is 30 percent, then, of course, there 
would be an advantage in operating abroad and there would be a 
further advantage in a tax benefit granted by the Government. But 
to make a general statement that a subsidiary operating abroad, as I 
understand it—is that correct ? 

Mr. Boces. Well, a foreign corporation. 

Mr. Srrackxsern. A foreign-owned corporation, but it is a sub- 
sidiary of the United States corporation ? 

Mr. Bogas. Right. 

Mr. Srracksern. Should be tax free, so far as the United States is 
concerned ; I think your question is, Would that be a good thing? 

Mr. Boces. Well, that is the present situation. You see, it is not a 
question of establishment of tax preference or tax incentive, or what- 
ever you may want to call it. It is more a question of bringing about 
some equity in the existing law. You, very properly, always defend 
American enterprise, both at home and abroad. What we really do 
is penalize the American-flag corporation by our own tax laws and tax 
regulations. 
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Mr. Srracksern. Of course, if it were a wholly owned subsidiary, 
I, for one, cannot see why that should have preference over simply a 
plant owned abroad by an American corporation. 

After all, a subsidiary is owned for the same purpose that a plant 
is established abroad and the tax policy, it seems to me, should be the 
same, but that does not say that theré should be a tax advantage, for 
example, let us say that the corporate tax should be from 52 to 38 
percent. 

Mr. Boces. You would not want any preference in either instance? 

Mr. Srrackeetn. That is correct. 

Mr. Boges. Thank you very much, Mr. Strackbein. You have been 
very helpful. 

Mr. Srracxsetn. Thank you, Mr. Chairman. 

Mr. Boges. The last witness today is Mr. Ira T. Wender, of Chicago. 

Mr. Strackbein, we would be happy to have any other material which 
you would like to file for the record. 

Mr. Srracksern. Thank you, sir. 

Mr. Boees. Mr. Wender. 


STATEMENT OF IRA T. WENDER, CHICAGO, ILL. 


Mr. Wenver. My name is Ira T. Wender. I am a member of the law 
firm of Baker, McKenzie and Hightower, Chicago, Il. 

The purpose of my request to testify before the subcommittee was 
to describe for the subcommittee the results of certain research which 
Professor Barlow, of the Harvard Graduate Business School, and I, 
conducted in connection with the Harvard Law School program in 
international taxation. 

The purpose of our research was to determine, if possible, why 
United States companies invested abroad and the extent to which tax 
incentives might be helpful in increasing the amount of United States 
private foreign investment. 

The results of that research were published by Prentice-Hall in 
1955 in a book entitled “Foreign Investment and Taxation.” 

I would like, if I may, to summarize here the major conclusions 
and discuss the tax proposal which we drafted, based on that study. 

Our research was conducted in two ways: We worked with the 
Commerce Department in connection with the survey it made of 
some 300 companies as to why they invest abroad. We also conducted 
intensive interviews with some 50 corporations to determine the factors 
which have been considered in specific investment opportunities. 
Through this we hoped to get some views of the attitudes and policies 
of corporations toward foreign investment. 

Certain major conclusions became obvious. First, the principal rea- 
son for investment by United States corporations accel, is to protect 
the market or to obtain a source of supply for necessary raw materials. 

The way in which most manufacturing investment arises is that a 
corporation develops a large export market in a particular country. 
Then for some reason it is forced to make a decision either to give up 
that market or to begin manufacture locally to maintain the market. 

Ordinarily the point at which the corporation becomes forced to 
make the decision is when foreign governmental restrictions, either 
voluntarily or involuntarily, make it impossible to continue to export 
to the country. 
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Usually other reasons will either be a shortage of dollar exchange 
which the foreign country cannot control, or a deliberate policy on 
the part of the government to restrict imports in order to force local 
manufacture. 

A number of countries do this, some effectively, some ineffectively. 
India tried to force American companies to try to manufacture cars 
locally. Instead, these companies withdrew. Brazil, however, was 
able to create an automobile industry by this device. The reason for 
the investment by the extracting companies, of course, is to obtain a 
necessary source of raw materials. 

The other reasons we found not to be really significant. There were 
occasions in which one individual’s great foresight might bring a 
company into a very lucrative profitable foreign investment program, 
but those were relatively rare instances. 

We also determined there were certain general attitudes toward for- 
eign investment which I think have legislative implications. First 
of, all, most United States corporations give a priority to investment 
in the United States. They feel this is the source of their business 
and they must maintain their position here. So in a very real way 
foreign investments are only a sideline. 

That is not true of a few very large corporations that derive per- 
haps close to half of their income from their foreign operations. 
In those cases there is a tendency to view foreign investment on a 
parity. But when there is a choice of a limited number of dollars in 
the capital budget and a choice of investing either domestically or 
abroad, ordinarily the choice would be for domestic investment. 

Another noticeable tendency on the part of manufacturing firms, 
and this cannot apply in the natural-resources business, is that they 
would like to start with a very small capital outlay and expand the 
business in a particular country through reinvestment of profits. 

To the greatest extent possible they endeavor to use self-finance, 
to force the foreign business as a whole to finance itself and to limit 
the number of dollars that must be put in from the United States. 

A final factor, which I think is insufficiently appreciated and I 
think this raised the trouble with the effort made in the House version 
of the 1954 code, is a wide spectrum of activities conducted abroad. 

Ordinarily, conceptually one thinks in terms of a company manu- 
facturing or exporting or licensing other firms. Asa contrary illustra- 
tion, however, most corporations will have a product line that may 
extend over 50 or 100 products. They will, say in a country like the 
United Kingdom, or Canada, perhaps manufacture 25 of those prod- 
ucts. They will sell in export from the United States perhaps another 
50 of those products which will be resold by the local subsidiary 
which is also a manufacturing company. They will in all probability 
license that subsidiary to use trademarks, know-how, and patents. 
They may also license other companies for some of their product line, 
companies in which they have no stock interest. 

So that anything that endeavors, on a country-by-country, or com- 
pany, basis, to segregate out different types of foreign business 
activities is almost certainly doomed to failure because of this wide 
range of activities. 

Overall, we came to certain distinct conclusions with respect to the 
effect of taxation on foreign investment. One was that a rate reduc- 
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tion, surprisingly enough, would not be, unless it was very substantial, 
an overly effective incentive. 

The other difficulty with an approach by reduction of tax rates 
is that you tend to give the greatest benefit to the company which 
is drawing the most ‘from its fore eign investments rather than aiding 
the company which is reinvesting. Also, a rate benefit, and particu- 
larly that one must be restricted as was suggested in the House version 
of the 1954 code, tends to restrict what is the natural transition of 
business. 

It seems to me you must recognize that, first, companies will 
export and then they will begin to assemble in the foreign country 
and then they will begin to manufacture and they will increase the 
manufacture. Most companies are going to go in slowly, they are 
going to become increasingly involved in a foreign country. 

Based on this data we suggested i in 1954 that a special class of United 
States corporations be created which we call the foreign business 
corporation. To this company could be transferred all the foreign 
business activities of a United States corporation. 

The central management of this domestic corporation could be in 
the United States. The corporation could conduct all types of busi- 
ness activities abroad, including export, licensing, holding stock of 
subsidiaries, and any other activities which are necessary to the 
conduct of its business operations. 

We had suggested that the tax on the corporation be computed on 
an annual basis as though a tax were to be paid, but that the actual 
payment of the tax be deferred until such time as it was distributed 
for use in the United States. 

The purpose of course, was to make it possible for the corporation 
to self-finance its foreign operations to the greatest extent possible. 

From the standpoint of the foreign investor, the advantages of 
this type of proposal are, I think, obvious. The events of the past 5 
years prove it. 

There has been much talk in the past couple of years about. foreign 
based corporations and tax-haven corporations. Essentially what 
we have proposed is nothing more than taking the foreign based cor- 
poration and bringing it back to the United States, pean sany a base 
corporation to be “formed here to conduct foreign business 

It seems unwise to me that it is necessary for an American corpora- 
tion to utilize such incorporations in Liberia, Panama, Nassau, 
Tangiers, and Lichtenstein. Yet many countries have been driven to 
this ‘expedient in order to obtain the advantage of deferral of United 
States tax on foreign income. 

Such companies can also be formed in Canada, Venezuela, and 
England, and many have been formed in those countries. 

If Congress per mits a United States corporation to invest in for- 
eign countries as a result of such legislation, it would merely be giving 
recognition to business practice, bringing such corporation back to 
the United States and making it possible for the United States to 
regulate it. 

It would also save many companies from the embarrassment of 
public statements regarding Liberian subsidiaries and subsidiaries in 
other countries of that type. 
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Another advantage of such a proposal is that it does not attempt 
to discriminate between types of foreign business activities and it 
does not discriminate between old and new foreign investments. 

I believe the present law definitely discriminates between new and 
old investors and most of the proposals that have been made have 
tended to discriminate between types of investors. This proposal 
does not do either. It does not interfere with the ordinary business 
flow, but, instead, facilitates it. 

From the Government’s standpoint there seems to be a number of 
considerations. One, of course, is “Will it be an effective incentive 
if such relief were to be offered ?” 

I think the answer to that is obvious. If it were not, foreign-based 
companies would not be so prevalent. 

From the revenue soandpeiait there are, I think, serious considera- 
tions. That has been one of the things that has deterred the Treasury, 
I think, from considering seriously such a proposal. 

The feeling is that if such a corporation can export and license the 
amount of revenue which will be lost by the Treasury will be too 
substantial. 

On the other hand, I think a realistic look at what is happening 
today would indicate that the loss of revenue is less substantial than 
the Treasury imagines. Most major corporations today are handling 
their exports through foreign base corporations. They are in effect 
not paying United States tax on their export profits until they are 
brought back to the United States and they are using those export 
profits to finance further foreign investments, 

If the law stays as it is for another 5 years and if the world stays 
prosperous generally, I have no doubt that there will be little export 
income on which the United States Treasury will collect taxes 5 years 
from now. 

Finally, from the Government’s standpoint, there are now large ac- 
cumulations of foreign profits made from export and licensing. The 
Federal Government is relatively unaware of which companies have 
those accumulations and how those accumulations are being used. 

If the holding company were made a domestic corporation it would 
also be possible to regulate more stringently the use which is made of 
those accumulations and make certain they are used only to promote 
further foreign investment and not indirectly used again in the 
United States. 

I would like to take up, if I may, for a minute, some of the questions 
raised by Mr. Smith, of the Treasury Department, yesterday in testi- 
fying about the problems connected with the deferral proposal. He 
first of all raised the question of the types of operations which should 
be included within such a program. I think the answer again is 
obvious. 

If such a corporation were to be created under United States law 
and if it were not allowed to obtain the benefits of the new law on its 
export and licensing income directly, they would be obtained in- 
directly. Such domestic corporation would create its own subsidiaries, 
foreign subsidiaries, which would in turn engage in export and 
licensing operations. 

Or, if such a corporation were not allowed to hold the stock of a 
corporation which exported, the corporation would directly estab- 
lish a foreign subsidiary to conduct export operations. 
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One way or another the tax on this income is going to be deferred 
by most foreign investors because it is one of the best sources of funds 
for further foreign investment and it seems to me wise to give recog- 
nition to this fact. 

Again I think there is no question that it is necessary to include 
within the ambit of it both branch operations and subsidiary opera- 
tions because, unless you do so, the present discrimination between 
branch operations and operations through a foreign subsidiary will 
be continued. 

Another question which you raise is at what point in time will the 
United States tax be imposed. Here Professor Barlow and I sug- 
gested that the corporation be taxed rather than the recipient of the 
distribution from such a corporation. 

The reason for this was to prevent tax avoidance. If I can illus- 
trate, the other approach which has been suggested is to employ the 
theory of the present section 931 which deals with income from posses- 
sions of the United States. That section eliminates the United States 
tax from the corporate entity and only taxes the recipient of distribu- 
tions from such an entity. The difficulty of this approach is that it 
does open up considerable possibilities of tax avoidance. 

If you take the case of a corporation which is only engaged in export 
and has no intention of using its export earnings to finance foreign 
investment and you defer tax and you only tax the recipient of the 
distribution from this deferral subsidiary that has been created, it 
would be possible to have a tax-free liquidation of that corporation so 
that ultimately perhaps 5 years of export earnings could be distributed 
to the parent free of any United States tax at any time. 

If instead you tax the corporation when it makes its distribution 
and you define a distribution as including a liquidation, you then at 
the moment when this hypothetical corporation liquidates the export 
subsidiary, deciding against. foreign investment, collect the tax which 
has been deferred. In this way you limit the benefit to fit the purpose 
which is basically to encourage foreign investment. Again you can 
control better such problems as the use of the funds in the United 
States. 

Section 931 corporations accumulate free of United States tax 
income earned in possessions of the United States. They sometimes 
give up their section 931 status and invest those funds in the United 
States at which point they will have forever postponed the tax. 

Our suggestion was that for purposes of this act the distribution 
also be defined as the investment of funds in the United States and to 
the extent these profits on which United States tax has been deferred 
were actually invested in the United States, the United States tax 
would then become due and payable. 

The third question which Mr. Smith raised was exports. It does 
not seem to me you can practically eliminate export income, nor 
should you desire to eliminate it because it is a main source of funds 
for future foreign investors. I think also the question as to whether 
it is an effective incentive is answered by the prevalence of foreign- 
based companies. ; 

In conclusion, I would like to say that it seems to me that serious 
and sympathetic study should be given to proposals for the deferral 
of United States tax on foreign income and the creation of a United 
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States corporation to effect this purpose, since by its being a United 
States corporation we will accomplish, I think, our national ends of 
encouraging foreign investment. By not requiring corporations to 
put their management abroad, we can keep the control in the United 
States where it belongs. 

I think also that the revenue losses involved are not as serious as 
has sometimes been suggested. 

Thank you. 

Mr. Boaes. Thank you very much for a very fine statement. 

Mr. Byrnes? 

Mr. Byrnes. No questions. 

Mr. Boges. Mr. Machrowicz ? 

Mr. Macnurowicz. No questions. 

Mr. Boges. I have one question. 

In connection with the research that you have carried on, have you 
discovered that American industry inv ests abroad in order to manu- 
facture more cheaply abroad and reexport to the American market, or 
have you discovered that they have invested abroad in order to develop 
or to maintain a market which they have already established abroad ? 

Mr. Wenver. We saw no examples of investments made abroad in 
order to supply the United States market, except that this has hap- 
pened in Puerto Rico. United States tariffs limit it. 

Secondly, the companies are reluctant to put their United States 
market, which is the main source, after all, of their preeminence in 
their field, at the mercy of strikes or war or whatever may happen in 
a foreign country. They are primarily concerned with the mainte- 
nance of their United States business and the expansion of it in the 
world market through manufacturing in foreign countries. 

Mr. Boaes. Did you find evidence where companies invested abroad 
in order to keep a market which they had developed to abate the com- 
petition from, say, Germany or England ? 

Mr. Wenper. Both entered into it. I would say over 90 percent of 
the investments made by manufacturing firms are made to maintain a 
market. They are made either because the foreign government di- 
rectly restricts importation of United States goods or sometimes 
because, for example, a German or Swedish firm will move in. The 
United States manufacturers are well aware of the fact that once a 
manufacturer of substantial size exists in the country the government 
of the country will foster this home industry, this local manufacturer, 
byi imposing tariffs or import quotas. 

So the United States manufacturers will then put in their own 
factory and compete with the German or Swedish company in the 
particular country. 

Mr. Boaes. Thank you very much. You have been very helpful. 

The committee will recess until 10 o’clock tomorrow morning. 

(Thereupon, at 12: 30 p. m., the subcommittee was recessed, to recon- 
vene at 10 a. m. Wednesday, December 3, 1958.) 
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WEDNESDAY, DECEMBER 3, 1958 


Hovss or REPRESENTATIVES, 
SUBCOMMITTEE ON Foreign Trape Poricy 
OF THE COMMITTEE ON Ways AND MEans, 
Washington, D. C. 

The subcommittee met at 10 a. m., pursuant to recess, in the com- 
mittee room, New House Office Building, Hon. Hale Boggs, chairman 
of the subcommittee, presiding. 

Mr. Boaes. The committee will come to order. 

Our first witness this morning is Mr. Russell Baker, representing 
the Chamber of Commerce of the United States. 

Mr. Baker. 

Mr. Baker. Good morning, Mr. Chairman. 

Mr. Boaes. Mr. Baker, will you identify yourself for the record, 
please. 


STATEMENT OF RUSSELL BAKER, ON BEHALF OF THE COMMIT- 
TEE ON TAXATION OF THE UNITED STATES CHAMBER OF 
COMMERCE, ACCOMPANIED BY J. K. EADS, MANAGER OF THE 
TAXATION AND FINANCE DEPARTMENT OF THE UNITED STATES 
CHAMBER OF COMMERCE 


Mr. Baxer. I am Russell Baker, of the law firm of Baker, 
McKenzie & Hightower, in Chicago. 

I appear here, Mr. Chairman, for the Chamber of Commerce of 
the United States and as a member of its committee on taxation. 

To be a little more precise, I am chairman of the subcommittee 
charged with the study and the investigation of the taxation of 
foreign source income. 

In my law practice my field of emphasis is private international 
law. I have worked in the field of my specialization some 33 years, 
representing a wide spectrum of American industry, oarticutarty the 
small American enterprise that has gone abroad in the development 
of its business. 

With me is Mr. J. K. Eads, manager of the taxation and finance 
department of the national chamber. 

My testimony will relate to the broad aspects of private foreign 
investment. 

Then I shall speak in detail as to the various and several problems 
of taxation, of the income which flows from such activities. 

With your permission, Mr. Chairman, I would prefer to file m 
written statement for the record and discuss the subject matter wit 
you orally. 
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Mr. Boses. Without objection it is so ordered. 
(The statement referred to follows :) 


STATEMENT ON PrivATE ForeEIGN INVESTMENT PRESENTED BY RUSSELL BAKER, 
FOR THE CHAMBER OF COMMERCE OF THE UNITED STATES 


I am Russell Baker of the law firm of Baker, McKenzie & Hightower, Chicago. 
I appear for the Chamber of Commerce of the United States as a member of its 
taxation committee. 

My testimony will relate briefly to the broad aspects of private foreign in- 
vestment and then in detail to the problem of taxation. 

The national chamber seeks expansion of foreign trade and investment in the 
interest of higher standards of living and maintenance of peace. Private enter- 
prise must form the cornerstone for economic advancement in the less developed 
areas of the world. The best hope of industrial development in other countries 
lies in a flow of American private capital for investment in new enterprises, 
rather than in Government loans and grants. 

The most effective assistance in industrial development abroad can be pro- 
vided by skilled technicians of American companies which invest their funds. 
But industrialization cannot be advanced to any great extent unless materials, 
fuel, skilled and common labor, and adequate food and other supplies are 
available. 

The creation of a favorable climate for investment in foreign countries is of 
major importance to the encouragement of the flow of private capital. Adverse 
factors include the growth of ideologies favoring state ownership and control of 
industry, political instability and extreme nationalism, and economic difficulties 
involving exchange controls. Outside capital frequently is discouraged by laws 
which do not permit foreign investors to bring in technicians. 

The many serious deterents to an increase in the amount of private American 
capital invested abroad include (1) the possibility of war, (2) unfavorable eco- 
nomic and social conditions, (3) occasional losses through expropriation and 
confiscation, (4) local restrictions on forms and methods of business operation, 
(5) trade restrictions, and (6) tax barriers. 

Of all the tax barriers, the tax on income is the most significant. I note that 
in the announcement of these current hearings, Chairman Boggs said you would 
like to develop information, views, and recommendations with respect to a num- 
ber of questions. One of those questions was, What modifications in the tax 
systems of the United States as well as foreign countries are indicated? 

I would now like to present the chamber’s views on that specific question. 

We believe that the present scheme for the taxation of income earned by 
domestic corporations abroad is defective in several particulars and that these 
defects have a direct and immediate negative effect upon the flow of private 
investment capital to the lesser developed countries of the free world. Stated 
another way, we believe that our tax law should be so written as to provide an 
incentive to American corporations to go abroad with their skills and know-how 
and to invest their capital abroad and thus accomplish at the private level that 
which otherwise will have to be done by our Government. 

The most serious defect in our present tax regime is the fact that it is 
extraterritorial. Domestic corporations are taxed on all their income, domestic 
as well as foreign, regardless of whether the income is reinvested in the foreign 
country or is brought home currently. 


EXTRATERRITORIALITY, AN ACCIDENT OF TAX HISTORY 


The fact that our tax law is extraterritorial rather than territorial is not the 
result of a deliberate choice made after study, thought, and debate. Rather, 
it is the result of historical accident. This thesis is established by examining 
the legislative history of the income tax of 1864 as well as that of the 1913 
forerunner of the present Internal Revenue Code. 

In 1864, domestic corporations had little, if any, foreign-source income. That 
state of fact prevailed in 1913 when the basic provisions of the current tax law 
were enacted. Research fails to reveal that there was any discussion, con- 
sideration, or debate of the issue of whether foreign-source income of domestic 
corporations should be taxed or not. There was no reason why that question 
should have been discussed because foreign-source income of domestic corpora- 
tions was then practically nonexistent. Prophetic wisdom alone would have 








PRIVATE FOREIGN INVESTMENT 227 


enabled the lawmakers at that time to have foreseen the immense and radical 
changes which the ensuing 94 years would make in our international position. 

This bit of history is offered for the purpose of showing that the present un- 
happy state of our tax law in the context of the present discussion was the 
result not of a purpose or design, but rather the result of mere accident of time 
and conditions. There is, therefore, nothing sacred or unique in the status quo. 


EXTRATERRITORIAL TAXATION IS WRONG IN PRINCIPLE 


Extraterritorial taxation as practiced by this country is wrong on the follow- 
ing (among other) grounds: 

i. When our Government reaches into another country and taxes income 
earned therein by a domestic United States corporation, it is at least a 
symbolic invasion of the sovereignty of that jurisdiction. Foreign countries 
resent the extraterritorial extention of our laws. This resentment is 
registered in the antitrust as well as the tax field. Extending the effect and 
operation of our laws in this way makes for poor international relations. 

ii. To the extent that we tax income earned in other countries, the country 
of origin of the income is deprived of revenue. The ability of a domestic 
corporation operating abroad to pay taxes to the host government is obviously 
affected by the United States tax burden. 

iii. One of the principal sources of private foreign investment capital is 
foreign earnings which are reinvested. Reinvestment is frustrated by the 
tax attrition which domestic corporations must suffer on their foreign- 
source earnings. 

iv. American business is on an unequal competitive basis with: (@) enter- 
prises local to the host country, and with (b) corporations formed in other 
jurisdictions whose tax laws are territorial. 

In the first case, the taxes which a local company pays to the host country 
are frequently lower than the United States rate. The United States domes- 
tic corporation working in that country must pay the higher of the two. 
(In fact, it pays both. The United States foreign tax credit mechanism 
credits the local tax on the United States tax.) 

In the second case, the United States stands alone among the major trad- 
ing and capital exporting nations of the world in taxing foreign-source in- 
come as though it had been earned at home. 

Canada, since 1917 (the advent of its income-tax law), has provided a com- 
pany vehicle, a resident Canadian corporation, whose foreign-source income 
is free of Canadian tax. The Dominion of Canada has always had the con- 
cept of a nonresident Canadian corporation. Such corporations pay Cana- 
dian tax only on their domestic income. 

Britain, since the advent of its income-tax law approximately 100 years 
ago, has not taxed its nonresident United Kingdom corporations on their 
foreign-source income. 

In 1957 Britain went further and provided by law for the British Over- 
seas Trade Corp., which is a resident United Kingdom company. This com- 
pany pays no tax on its foreign earnings until they are brought home and 
distributed. 

The Netherlands, through a system of unilateral relief from double taxa- 
tion, in effect does not tax the earnings of its corporations which are derived 
from abroad through a permanent establishment. 

Belgium reduces the tax on the earnings of its corporations derived from 
foreign sources through a permanent establishment from approximately 
45 percent to 8 percent. 

Italian tax law is territorial. A tax is imposed only on Italian-source 
income of Italian corporations. 

v. American business is now confronted with a new and formidable foe 
in the form of the Russian trade apparatus. This engine of international 
disorder needs not to think of profits on its international trade. It pays no 
taxes. So far the Russian trade offensive has been felt in aluminum, petro- 
leum, lead, zinc, and other raw materials, with unhappy results for our side. 

Tomorrow the story will be different in that conventional commodities of 
Russian and satellite manufacture will be offered in competition with our 
own. A nation that is capable of making and launching the sputniks is 
capable of making any number of less intricate commodities and products 
for use in international trade, not for profits but for advancement of the 
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aims of international communism. The Russian state has made its position 
and aims abundantly clear in this respect. On November 7, 1957, Khrushchev 
said: 

“We declare war upon you—excuse me for using such an expression—in the 
peaceful field of trade, we declare war. We will win over the United States. 
The threat to the United States is not in the intercontinental ballistic mis- 
sile, but in the field of peaceful production. We are relentless in this, and 
it will prove the superiority of our system.” 

To the extent, therefore, that American business must pay United States tax 
on foreign-source earnings, it is less able to compete with the Soviet trade 
apparatus which pays no tax to anybody. 

At this level the issue is whether American business is going to be put into a 
position where it can compete with the Russians. 

On the basis of these factors we believe that the sound taxing principle which 
the United States should follow is that income should be taxed but once and 
then by the country in which it is earned. 


POSTPONEMENT OF UNITED STATES TAX ON FOREIGN-SOURCE INCOME IS WIDELY 
ACCOMPLISHED TODAY THROUGH THE USE OF BASE COMPANIES 


American business, confronted with a tax law that, insofar as taxation of for- 
eign-source income is concerned, was inspired by conditions far different from 
those that prevail today, has not sat on its hands. In order to remain competitive 
with other enterprises organized in countries whose tax laws are territorial and 
in order to accomplish a variety of other sound business purposes, including the 
generation of capital that could be reinvested abroad without a tax shrinkage 
of 52 percent (the United States rate on earnings of domestic corporations), 
American enterprises in substantial numbers have organized base companies in 
Puerto Rico, Cuba, Venezuela, Brazil, Canada, Liechtenstein, Bermuda, the Ba- 
hamas, Jamaica, Liberia, Costa Rica, Hong Kong, and many other foreign 
jurisdictions. 

One result accomplished by the domiciling of the international business vehicle 
in a foreign jurisdiction whose tax law is territorial is the postponement of 
United States tax on the foreign earnings until those profits are withdrawn from 
the foreign business and brought home in the form of dividends from the foreign 
corporation. 

It is inconvenient, complicated, and expensive to attain postponement in 
the way it is being done today. Our Government should not drive its business- 
men to use these awkward expedients. We believe this same result should 
be obtainable through the use of a United States domestic corporation specially 
designed for that purpose. 

Accordingly, we recommend to the Congress that the Internal Revenue Code 
be amended so as to provide for the postponement of the United States tax 
on the foreign-source profits of such a domestic company. This can be accom- 
plished by the use of a special United States Foreign Business Corporation. 
This Corporation has already been fully described by its originator, Mr. Ira T. 
Wender, in his testimony of yesterday before this committee. A detailed 
description of the plan is found in Foreign Investment and Taxation, a volume 
published in 1955, by Ira T. Wender and E. R. Barlow. 

The United States Foreign Business Corporation could have its center of 
management and control here in the United States. Its business would be 
conducted outside the United States. Its income would be derived from foreign 
sources. It could carry one or all of the following (among other) functions: 

i. Hold the stock of foreign operating companies, i. e., act as a holding 
company. 

ii. Directly or through branches established abroad, operate in the foreign 
countries, thus conducting mining, manufacturing, extractive industries, 
and merchandising without the intervention of a local company. 

iii. Purchase tangible and intangible personal property in the United 
States and foreign countries and resell the same, through permanent 
establishments, i. e., branches abroad. 

iv. Take over in a tax-free reorganization and consolidate all of the 
present international operations of a domestic company. 

The earnings of a United States foreign business corporation would not 
be subject to a United States tax until they are brought home and distributed 
as dividends. This fact would place an incentive on the investment and use 
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of these earnings abroad. This is one of the principal objectives of our foreign 
economic policy. 

We have already noted that the great bulk of foreign-source earnings of 
American business even today has the benefit of postponement of United States 
tax because of the United States tax rule which holds that the income of 
foreign corporations from foreign sources is not taxable in the United States, 
even if the foreign corporation is wholly owned by a domestic corporation. 


PREFERENTIAL TAX RATE FOR FOREIGN-SOURCE INCOME 


While we believe that the correct principle of taxation of foreign-source in- 
come is to tax it but once and then by the country in which it is earned, we 
realize at the same time that it may be difficult to reach this ideal treatment in 
a single step. Accordingly, we recommend as the first step the postponement 
of tax on foreign-source income through the device of the United States foreign 
business corporation. 

As a second step, we urge the classification of foreign-source income sepa- 
rately for rate of tax purposes and that a 14-point differential be provided for 
such income. Such a differential exists today in the case of the Western 
Hemisphere trade corporation. 

A third and final step might be the complete elimination of United States 
Federal income tax from foreign-source income. At this time we are urging the 
postponement feature mentioned earlier to be effected through the foreign busi- 
ness corporation, and retention of the 14-point tax differential in favor of the 
Western Hemisphere trade corporation. 

There are several other tax situations which bear on the general theme of our 
foreign economic policy, which we now wish to bring to the attention of this 
committee. 


H. R. 12368—-THE BOGGS BILL—-AMENDMENT OF SECTION 367 OF THE INTERNAL 
REVENUE CODE 


A shift has been reported in policy of the Internal Revenue Service or per- 
haps a change in emphasis in the administration by the Rulings Section of sec- 
tion 367 of the Internal Revenue Code. 

Section 367 of the code provides that the transfer of property by a domestic 
corporation to a foreign corporation in exchange for the stock of the foreign 
corporation shall not be tax free unless, prior to the exchange, the Service has 
affirmatively ruled that “such exchange is not in pursuance of a plan having as 
one of its principal purposes the avoidance of Federal income taxes.’ 

Up until a matter of 2 years ago, it appears that the Service did issue affirma- 
tive rulings under this section when requested to do so by domestic corporations 
who desired to transfer stock or property in foreign operating companies to an 
intervening foreign holding company. Information available at this time indi- 
cates that the Service seldom, if ever, issues a favorable ruling in such cases 
now, nor do they have any intention of doing so in the future where even the 
smallest amount of tax deferral is involved. 

This change in policy or in the application of section 367 works a discrimina- 
tion in at least two different levels or phases of international operations of 
United States domestic corporations. 

As indicated earlier, the Service in the past has ruled favorably on requests 
of United States domestic taxpayers, permitting the transfer of stock of foreign 
operating companies to intervening foreign holding companies. This means 
that a company which is currently the beneficiary of such a ruling may, if it 
has an operating subsidiary in Peru, withdraw earnings from that operation by 
way of dividends, which become payable to the intervening holding company 
and are received by it free of any United States tax, which holding company 
may then reinvest those same earnings undiminished by United States taxes in 
an operating company in Brazil. 

On the other hand, a domestic corporation which holds directly the stock of 
a Peruvian subsidiary and which desires to get itself into the favorable posi- 
tion of the enterprise described in the preceding paragraph, by transferring the 
stock of the Peruvian subsidiary to an intervening foreign holding company tax 
free, will receive a cold turndown from the Service. ' 

Such company (as is described in the preceding paragraph) is faced with the 
necessity of having the Peruvian operating company declare a dividend payable 
to the United States domestic corporation, which dividend income is imme- 
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diately shrunk by 52 percent, permitting the enterprise to reinvest in Brazil at 
only 48 cents out of the original United States tax dollar. Thus, the applica- 
tion of the tax law in this instance works a gross competitive disadvantage be- 
tween taxpayers similariy situated. Of course, one of the principal objectives 
of our foreign economic policy is frustrated. The reinvestment of foreign earn- 
ings is defeated to the extent of 52 percent. 

On another level, discrimination is present. A domestic corporation starting 
out fresh may take cash and organize its foreign holding company. In this 
sense, cash is not “property” in terms of section 367. Having organized the 
intervening holding company, that holding company in turn will organize the 
foreign operating companies and hold the stock thereof. 

Thus, such a company by its own free design is on an equal tax basis with 
one which is the beneficiary of a favorable 367 ruling and competitively emi- 
nently better off than the unfortunate which has foreign operating subsidiaries 
today and would like to obtain the benefit of the intervening foreign holding 
company pattern. 

There are many sound business purposes which are served by the operation 
of international business through the foreign holding company mechanism. 
These sound business purposes are obtainable today by many domestic cor- 
porations only at a prohibitive tax cost because of the weird way the Service 
interprets section 367. 

The Service, when these anomalies are called to its attention, casts an un- 
sympathetic eye and turns a deaf ear. They give no moment at all to the obvious 
impact of our foreign economic policy on this problem, as though tax law were 
a thing wholly apart from every other consideration except the collection of 
revenue. 

The Boggs bill (H. R. 12368 is designed to correct the distortions which have 
been worked into the application of section 367. We believe that the Boggs bill 
is a good bill and accordingly recommend its passage. 


UNITED STATES TAXATION OF FOREIGN SOURCE INCOME OF RESIDENT ALIENS 


Section 911 (a) (2) allows a citizen of the United States, who during any 
period of 18 consecutive months is present in a foreign country or countries, to 
deduct from his gross income amounts of earned income from foreign sources; 
such amounts not to exceed $20,000 annually. The benefits of the section are 
available only to citizens of the United States and not to resident aliens of 
this country. 

In view of the fact that citizens and resident aliens are subject to the identical 
burdens of income taxation, the section would appear to be highly discrimina- 
tory. A nonresident can escape taxation on earned income of foreign source only 
at the cost of renouncing his resident status. The choice is especially harsh 
in the case of an alien who has applied, or plans to apply, for United States 
citizenship, in that continued resident status is prerequisite to the attainment 
of citizenship. 

The courts are, of course, powerless to grant relief to the resident afien. See 
Fredrico Stallworth (30 BTA 546, aff’d 77 F. 2d 548 (1934)). That relief must 
come from the Congress through an amendment to section 911 (a) (2). In the 
interests of equity and the often-stated policy of tax equality, that amendment 
should be made. 

Thus, we have the case of an American citizen going abroad as an employee 
of an American company. Even though he retains his United States residence, 
if he is physically outside the United States for 17 out of 18 consecutive months, 
he is relieved from United States taxation on his earned income. On the other 
hand, if we have a resident alien who is employed by the same company and is 
working right along beside his United States citizen counterpart in the foreign 
country, he must continue to pay his full United States income tax as well as 
the tax of the host country. If he gives up his United States residence, then he 
may have great difficulty in reentering the United States at the moment his 
employer wishes to have him back. He may have great difficulty with the quota 
system. Depending upon the place of his birth, for quota purposes, he might 
have to wait as long as 4 years before he can regain the right to reenter this 
country for permanent residence. 

More and more, American business must turn to talented aliens, who because 
of their linquistic and cultural backgrounds and knowledge of local conditions 
are effective as employees of American companies in foreign countries, particu- 
larly the country of their origin. 
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We believe that there should be a change in the law in respect of placing the 
resident alien on a comparable United States income tax status with his resident 
United States citizen counterpart when both are physically outside the United 
States for the statutory prescribed time. 


CREDIT FOR FOREIGN-INCOME TAXES PAID BY A DOMESTIC CORPORATION—FOREIGN 
TAXES PAID “IN LIEU OF A FOREIGN INCOME TAX” 


The foreign tax credit mechanism has been a part of our income-tax law for 
many years (since 1918). The theoretical basis of the tax credit system is the 
postulate that the tax systems in foreign countries are the same as ours. If 
such were the case, this would be a happier world for the United States inter- 
national businessman. Then, the foreign tax credit would work out on a one- 
for-one basis. There has been no realization in theory or practice by the Service 
that foreign tax systems are quite different from our own. One of the startling 
differences which is revealed even on slight penetration of the foreign scene is 
the fact that income taxes in foreign countries generally produce a very much 
smaller percentage of the total revene of the country than do income taxes 
here in the United States. Taking Latin America as an example, it is probably 
safe to say that not more than 20 to 25 percent of the total revenue in these 
countries is raised through income taxation. This is true even in those countries 
like Cuba, Venezuela, Brazil, Mexico, and Colombia, which have the best devel- 
oped income-tax systems. 

On the contrary, let us take Cuba as an example. That small nation has 
over 200 different kinds of taxes (other than taxes on income) that hit 
business in one form or another. (Of course, not all of these many forms of 
taxes hit the same business at the same time.) 

The income tax in the foreign countries as an average does not account for 
more than 20 percent of the total tax burden imposed on business revenue. 
Thus, if an American taxpayer is to be relieved from double taxation, and if 
that relief is confined to income taxes alone as that term is defined in United 
States law, it is quite evident that this relief is more of a promise than a 
reality. 

The first legislative expresson of an attempt to relieve this phenomenon came 
in 1942 when the foreign tax credit provisions were amended so as to provide 
a foreign tax credit for foreign taxes paid “in lieu of an income tax.” 

It was clearly the intent of Congress to include all of those foreign taxes 
that were part of or closely related to or enmeshed in the income tax apparatus 
in the foreign country. The legislative history of the 1942 act shows this to 
be the case. 

Let us take the case of Colombia. Colombia passed a single piece of income 
tax legislation in 1931. This single enactment consists of three parts: (i) 
a tax on income tax; (ii) a tax on patrimony; and (iii) an excess profits tax. 
These three taxes are levied at the same time, they are reported on the same 
return, and are collected at the same time and by the same people. Bach tax, 
however, is calculated separately, except that the excess profits tax cannot be 
determined without first determining the patrimony tax. The patrimony tax, 
according to the Service, is a tax on net assets. This is a doubtful interpreta- 
tion. A sounder view is that this levy is a tax on income measured by net 
assets. All earnings in excess of 12 to 15 percent on net assets constitute 
excess profits and are taxable at the excess-profits tax rates. The point to be 
made is that regardless of what you call this tax, it is part of a single piece of 
income-tax legislation and is so regarded and applied in Colombia. It is a 
part of the very fiber and fabric of the income-tax law and is doubtless the 
kind of a tax which Congress intended would be made creditable by the 1942 
“in lieu of” act. 

Thus, we have in Colombia an integrated taxing statute. The Service has 
denied foreign tax credit for the patrimony tax. The example of the Colombian 
patrimony tax can be extended through other countries. Treatment for foreign 
tax credit purposes of local taxes is not uniform. For example, France has a 
tax on the presumed income from a dwelling. It is presumed that the dwelling 
produces net income whether it is rented or not, and even though it is occupied 
by the owner. The Tax Court has held that this French tax is an income tax, 
and that a United States taxpayer paying it is entitled to a foreign tax credit 
relief. 

Senator George, when he was chairman of the Senate Finance Committee, 
was concerned with the enactment of the “in lieu of income tax” provision. 
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Subsequently, he was made aware of the fact that the Service was really dis- 
regarding what he considered to have been the congressional intent or mandate. 
Accordingly, he wrote two very strong letters to the Secretary of the Treasury 
which the latter disregarded with equal decisiveness. Consequently, Congress 
must give American business whatever relief it is going to get, and particularly 
the relief that Congress intended that business should get by virtue of the 1942 
“in lieu of” amendment. 

Mr. Baxer. The first thing I want to discuss with you is this: 

How did we get where we are today? How is it that we wind up 
here in 1958 with a tax regime that is extraterritorial, one that taxes 
income that is generated within the borders of our own country, but 
extends beyond those borders and reaches into other nations and taxes 
income from those sources ? 

I must tell you, Mr. Chairman, that this result is purely fortuitous, 
it is purely accidental. 

In 1864 when this country made its first experiment in direct taxa- 
tion in the field of income tax, we passed a law extraterritorial in 
its character. Of course, at that time domestic corporations had little 
or no foreign source income. 

Research reveals that there was no discussion of the problem at 
that time, there was no debate, no consideration of the process and 
consequence of the proper kind of tax regime for this country. 

Of course, the lawmakers at that time would have had to have 
prophetic foresight to have foreseen the enormous and extraordinary 
changes which have come over this Nation in the ensuing 94 years. 

As I say, that first result was accidental and without design. We 
got an extraterritorial tax law without thinking about it. 

We move down then to 1913. The situation with reference to 
foreign-source income had changed to some extent, that is true. 
Domestic corporations by 1913, a few of them, had foreign-source 
income. 

But the great surge of American business going abroad had not 
even started. So in 1913 the status quo or the pattern that was estab- 
lished in 1864 was simply continued, again without debate, without 
any consideration and without any design and we found ourselves 
with an extraterritorial income tax law. 

Now, practically everything that has happened since 1913, in the 
context that we are now discussing, has been in terms of trying to 
undo or modify the original defect of the extraterritorial factor in 
this tax law. That is tosay in 1918 when the foreign tax credit device 
was first considered, in my judgment it was frankly promoted by a 
desire to undo what had been done, improperly as I see it. in making 
our law extraterritorial. It followed, without thinking of the basic 
issues, the pattern of 1864 and of 1913. 

Since then we have tinkered with the system trying to modify this 
original oversight or this original shortcoming. 

I say, then, Mr. Chairman, that extraterritoriality in taxation is 
wrong in principle. When it is practiced by this country as it 1s, 
when our country reaches into another country and taxes income that 
is generated and earned within the borders of that country, the least 
you can say about it is that there is a symbolic invasion of the sover- 
eignty of that nation. 

Why is it correct to tax the income in the hands of a domestic cor- 
poration that is generated, let us say, in Argentina from the operation 
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of a business and why is it incorrect to tax the real estate that houses 
that business in Argentina ¢ 

The principle is the same. The revenue results are the same. This 
country collects money that arises out of activities or profits that take 
place within the borders of another nation. 

As you well know, the nations resent this kind of treatment. They 
resent the extraterritorial application of our law, not only tax law, 
but we see it as well in the antitrust field. 

To the extent that this Nation taxes income that is generated abroad 
we deprive the host country of a source of income because I think it 
is not deniable that the taxpaying capacity of a business is not un- 
limited. 

So there is a diminution in the total possible revenue that the host 
country can get from an activity that is carried on within its borders 
by nationalists of our country, or of other foreign countries. 

American business, because of this extraterritoriality of the law, 
is on an unequal competitive basis because taxes are one of the prin- 
cipal costs of doing business. 

By the way, it is one of the few costs of doing business which clever 
management, frugal management, will not mitigate. That is, you 
can’t improve } your tax picture by careful management because if you 
do you generate more profits and you pay more tax, 

That is particularly true in the foreign field where in some cases 
the foreign tax is progressive. So that there is a competitive aspect 
to consider. 

We are in competition with companies that are formed locally in 
the host country. We are also in competition with companies that 
are formed in third countries. 

Now, our Nation enjoys the dubious distinction of being probably 
the only, or, certainly, the only remaining major trading capital ex- 
porting nation that taxes income on an extraterritorial basis. 

Canada, since 1917, has provided its citizens and, incidentally, our 
own cit izens, with a company vehicle that pays a tax, I believe of $100 
a year and pays no Canadian tax on the income that is generated 
outside Canada as a foreign business corporation. 

Canada has always had the concept of the nonresident Canadian 
corporation. Such a corporation pays tax to Canada only on the 
income earned within the Dominion itself. 

Britain has been in the same ene since the beginning of time. 
That is to say, the last hundred years that it has had the income-tax 
law. They have had the concept of the nonresident British corpora- 
tion. Such corporations pay tax to Britain only on the income that 
is generated within the United Kingdom itself. 

Last year, as you probably know, Britain went further and changed 
its laws so as to provide a corporate vehicle which is a resident United 
Kingdom company, but whose business-generating or profit-generat- 
ing activities are outside of the United Kingdom. 

That company pays no United Kingdom tax until that money is 
brought home, until it is withdrawn from the cycle of foreign business 
and is brought home to the mother country. 

The Netherlands, one of the oldest trading nations in the world, 
since 1825 or perhaps earlier, has through a system of unilateral relief 
in effect chem its domestic corporations only on that portion of their 
income that is earned within the mother country proper. 

33415—58——16 
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Belgium reduces the tax on foreign-source income that is produced 
outside Belgium, but through a permanent establishment, to 8 percent. 

Further taxation is deferred until there is a distribtuion. 

In the case of Italy, the tax law is territorial. An Italian company 
pays taxes only on their Italian-source income. 

If it works outside the country, they pay no Italian tax. 

As I see it, American business is right now confronted with a new 
and a formidable foe in the form of the Russian trade apparatus. 

This engine of international disorder does not need to think of 
profits on its international trade. It pays no taxes. 

Mr. Chairman, where is American business going to get off when 
we start meeting, as we soon will, this Soviet trade apparatus on a 
competitive basis? They don’t have to think of profits. They don’t 
have to think of taxes. There cannot be any mistake as to what they 
intend because Mr. Khrushchev said on November 7, 1957 : 


We declare war upon you—excuse me for using such an expression—in the 
peaceful field of trade, we declare war. We will win over the United States. 
The threat to the United States is not in the intercontinental ballistics missile, 
but in the field of peaceful production. We are relentless in this, and it will 
prove the superiority of our system. 

Now, what could be more clear and what could be more formida- 
ble in the foreign competition than an apparatus of that kind that 
does not pay taxes to anybody ? 

All we think should happen immediately is this: the postponement 
of the United States tax on foreign-source income until the foreign 
investment cycle is completed and the earnings are reincorporated in 
the economy of our own country through a distribution of earnings or 
dividends by the enterprise that works abroad. 

We believe that this should be the first step in the process of 
straightening out and getting us back to a sound basis for taxing in- 
ternational income. 

We believe that the implementation of this first step could very well 
take the form of a creation of a special domestic corporation, a United 
States business corporation, such as was discussed and described at 
length yesterday, I believe, by Mr. Ira T. Wender. 

n that account I shall not go through a long or an extended de- 
scription of the characteristics of the specific company, but to limit 
myself to indicate what functions this domestic corporation, which 
would be a resident United States corporation, might carry on. 

It might hold the stock of foreign operating companies, that is, act 
as a holding company. It might directly or through branches estab- 
lished abroad operate in foreign countries, thus conducting mining, 
manufacturing, and merchandising, without the intervention of a local 
company. 

It might purchase tangible and intangible personal property in the 
United States and in foreign countries and resell the same through a 
permanent establishment. That is to say, through branches located 
abroad. 

It might take over in a tax-free reorganization and consolidate all 
of the present international operations of the domestic company. 

The fact that these earnings would be taxed as soon as they are 
brought home, as soon as they are declared out as dividend, would 
have some motivation in stimulating the reinvestment of those earn- 
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ings and the reinvestment of earnings of American business abroad, 
and no doubt will remain, the principal source of private foreign in- 
vestment capital. 

I have already indicated that. we believe the correct principle of 
taxation of foreign sources is to tax it only once, and then in the 
country where it is earned. 

I have indicated what the first step ought to be in the direction of 
arriving at that objective. 

We think the second step well be a reclassification of foreign-source 
income for rate of tax purposes. 

At the present time it is lumped in with domestic income and it is 
taxed at 52 percent. We believe it could very well be reclassified so as 
to attract a rate of 14 points less than the conventional 52 percent rate. 

That is the rate presently carried by the Western Hemisphere Trade 
Corp. We believe the Western Hemisphere Trade Corp., in this inter- 
val, until we do get back to basic principles, should be retained. 

So much then for the taxation of foreign source income per se. 

I would like now to talk for just a moment or two about H. R. 12368, 
otherwise known as the Boggs bill. It proposes an amendment to sec- 
tion 367 of the Internal Revenue Code. 

We believe that there has been a shift in the policy of the Internal 
Revenue Service, or perhaps it might better be described as a change 
in emphasis in the administration of section 367 by the Tax Rulings 
Division of the Internal Revenue Service. 

By that section property may not be transferred tax free by a do- 
mestic corporation to a foreign corporation in exchange for the stock 
of the foreign corporation unless prior to the exchange the Commis- 
sioner has found that one of the principal purposes of the exchange is 
not the avoidance of United States tax. 

Until a few years ago it appears that the Service did issue affirma- 
tive rulings under this section. Up until that time it was not uncom- 
mon for the conferee who had charge of a particular request to ex- 
amine and say, “Yes, what you are doing here is completely in line 
with the objectives of our foreign economic policy. You want to get 
yourselves in a position where you can reinvest, without tax shrink- 
age or without tax attrition, the moneys you have earned abroad.” 

Now that attitude is no longer found in the Service and I believe 
that it is the position of the Service at this time that if there is any 
tax deferment whotsoever in the proposed transfer of the stock of 
foreign operating companies to an intervening holding company, 
which is a foreign corporation, that they will not grant clearance. 

This position works discrimination at several levels. In the first 
place, those companies which are already the beneficiaries of a favor- 
able ruling have an advantage. 

In the second place, as you know, starting out fresh, an enterprise 
can form its intervening holding company in a foreign jurisdiction 
and that company in turn can form the operating companies. The 
newcomer in the field by its own deliberate choice may equate his 
position to the one who is already the beneficiary of a favorable ruling 
under section 367. 

The pay ay effect of this anomaly is pretty evident. I can 
illustrate it by taking a very simple case. 

Supposing we have today a United States domestic corporation that 
owns 100 percent of the stock of a Peruvian operating company. 
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Supposing that same United States company has an operating sub- 
sidiary in Brazil that is in need of capital. In order to get the earned 
surplus from Peru over to where it is needed in Brazil, the dividend 
must come up from Peru to the United States parent, to be shrunk 
by 52 percent and only 48 percent can go down to Brazil. 

On the other hand, if the Boggs bill becomes law, then this unfor- 
tunate company that is in the position of the one I have just de- 
scribed, that is to say, holding directly the stock of these foreign 
operating companies, will be in a position to make the transfer tax 
free. ; 

We believe that this bill is a good one and it ought to be supported 
and it ought to become law. 

Another piece of discrimination that is found in our law, perhaps 
by accident, turns on the fact that in increasing numbers of instances 
American business must rely upon the talents and the services and the 
experience of foreigners—aliens. 

American business brings these talented people here to our country, 
gives them training. They want to become citizens; they come in on a 
visa for permanent residence. 

Tn some instances it might take them 4 years to get that visa. When 
their training is finished here, then they are sent outside the country. 

Now if they persist in their status as a resident alien, then they 
must continue to pay United States income tax even though they 
are physically outside the United States, permanently, let us say, 
excent for the trips back and forth. 

If they elect to abandon their resident status, two things happen 
to them: Their citizenship process is interrupted. They will never 
become citizens at that rate. 

Two, when they get ready to come back in again they have to start 
all over again to produce a visa for permanent entry. 

Now, then, take the American citizen. He leaves his country; he 
has two choices: To retain his residence here and stay outside the 
country physically for 17 out of 18 months in which case he is relieved 
from the payment of the United States tax up to a prescribed amount. 

Take the alien I have described to you, working precisely for the 
same company, doing the same work beside the resident United States 
citizen. He must pay United States tax down the line and he must 
pav the foreign tax down the line. 

This is something no one intended, I am sure. It was not thought 
about, and it should be straightened out. It could be done very, very 
easily, I think. 

The final item I wish to discuss with you has to do with the credit 
for foreign income taxes. I believe that the theoretical basis for the 
foreign tax credit is that the foreign tax, or the tax imposed by for- 
eign countries, is just like our own. If that were true, this would 
be a very much happier world for the international businessman. 

But that is not the case. Let me point to one particular instance 
to show that it is not so. 

Here in our own country the income tax produces close to 80 per- 
cent of the total revenue. I believe that throughout Latin America 
the average of total revenue for those countries produced by income 
tax does not exceed 20 percent, 25 percent at the most. 

Mr. Bocas. You are talking about both the corporate and individual 
income taxes ? 
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Mr. Baxmr. Yes. 

So the result is that there are a host of taxes in these foreign 
countries that produce revenue that fall on business that do not come 
under the category of income taxes. So that the theoretical basis 
upon which the foreign tax credit was postulated does not exist. 

For example, in Cuba I believe that there are approximately 200 
different taxes that apply to business. Of course, those 200 taxes do 
not hit the same business at the same time, and all on the same day, 
but they are there and they are a burden on American business as 
well as local business. 

This situation was noticed as early as 1942 when the sections deal- 
ing with the foreign tax credit were amended and the “in lieu of” 
tax provision was written in and the legislative history seems to point 
clearly to the fact that that “in lieu of” foreign income-tax provision 
was put there to provide a credit for American business that carried 
the burden of some of these taxes that are related directly to the 
income-tax regime. 


I can illustrate my point, I think, better by taking a specific case. 
Let us take Colombia. 

Colombia in 1931 enacted a single piece of legislation called income- 
tax legislation. It consists of three parts: An income tax, a tax on 
patrimony, and an excess-profits tax. 

Those three taxes, as you see, are integrated. It is all one piece, 
made at the same time, reported on the same return, collected by the 
same people, paid at the same time. 

The patrimony tax, according to our Internal Revenue Service, is 
a tax on net assets. That is a doubtful interpretation, it seems to me, 
but whether it is or not, the fact remains that it is part of the fabric, 
it is part of the texture of international income tax and you cannot 
determine how much excess-profits tax you owe in Colombia until you 
have first caleulated the patrimony tax. 

Now it seems clear to me at least, based upon the research I have 
conducted in this area, that that is precisely the kind of tax that 
Senator a had in mind and the Congress had in mind when it 
made the 1942 amendment. 

Perhaps you recall the situation of Senator George writing to the 
Treasury and pointing out to them that they were perhaps setting 
themselves up somewhat above congressional ean and intent in 
turning a stony eye on these taxes, particularly of the kind I have 
described. 

Nor is there uniformity in the Service itself as it administers this 
provision. 

For example, under the law of France if you own a piece of real 
estate, a dwelling, that dwelling is supposed to produce income 
whether it does or not. It is supposed to produce several times its 
cadastral value, I believe, and you pay an income tax. 

That presumed rental income is supposed to produce an income tax. 
So it sounds at one level like it is a matter of geography; whether 
you are in Colombia or in France determines your treatment. 

It seems to the United States Chamber of Commerce that there is 
an area of manifest unfairness here in the administration of this “i 
lieu of” tax provision. 
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That, Mr. Chairman, concludes my testimony. I assure you it has 
been a pleasure for me to be here. 

Mr. Boees. You have made a very fine statement, sir. 

Weare very grateful to you, thank you very much. 

Mr. Baxer. Thank you, Mr, Chairman. 

Mr. Boses. Our next witness is Mr. Ralph A. Butland of the Amer- 
ican Tariff League, Inc. 

We are very glad to have you, Mr. Butland. Will you identify 
yourself for the record, please. 


STATEMENT OF RALPH A. BUTLAND, PRESIDENT, THE AMERICAN 
TARIFF LEAGUE, INC., OF NEW YORK 


Mr. Butitanp. Mr. Chairman and members of the committee, my 
name is Ralph A. Butland. I am president of the American Tariff 
League, Inc., of New York. 

I am also vice president of J. P. Maguire Co., of New York, whose 
principal business is the financing of American business operations, 
chiefly in the textile industry. 

It may thus be said that I am familiar with investing in business 
and with the needs and problems of American industry seeking finan- 
cial assistance in extending manufacturing and merchandising ac- 
tivities. 

At the outset I would like to endorse a statement that the chairman 
of this committee, Mr. Boggs, made in announcing these hearings. 
He said: 


Our foreign economic policy must be conceived of as a whole, aimed at achiev- 
ing certain national goals through a coordinated set of programs. 


An again, quoting your chairman : 


Both trade and investment are part of the organic process of economic growth 
and a study of one cannot be complete without a study of the other. 

I am here today, representing the league, because we agree that 
tariff policies, trade policies, and foreign investment policies are all 
wrapped up together, and that what you do with one affects what you 
do with another 

We all know that many American industries desire to invest abroad 
and that they are running into restrictions and redtape and resistance. 

But their problem, and the problem of this committee, is not just 
to figure out ways of cutting through the barbed wire and translating 
the solutions into legislation. We ought also to see how wise we 
would be in following this or that course in the terms of our overall 
objectives. 

And while we want to help our friends all over the world in their 
climb up the hard hill to prosperity, we also have to keep prominently 
before us that we must not do anything that will make the United 
States slip backward from the predominant position we have attained 
with such difficulty. 

The league has always stood for a diversified economy here at home 
as the best assurance of job opportunities and ability to defend our- 
selves against encroachment or attack, alone, if need be. 

Of course, we hope we shall never have to go it alone. But even if 
we think of our national security in terms of the collective efforts of 
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the freedom-loving countries, we have the obligation of remaining in- 
dividually strong as the leading force of such a coalition. 

The tariff policies we have urged over the years are based on the 
sincere conviction that they will further a diversified and strong 
United States economy. 

We have feared the whittling away of this or that segment of the 
economy by its transfer to foreign countries because we saw a process 
of erosion developing that could lead to a weakened United States, 
not only in terms of its ability to defend itself, but also to stand firm 
as a bulwark and shining example to the free world. 

Representatives of the league, and of the individual industries 
which form our membership, have expressed to you their growing con- 
cern in recent years as one after another industry found itself unable 
to meet the threat of imports from countries where labor costs, direct 
and indirect, are so much lower than those which our minimum wage 
laws, and the results of wage bargaining, impose upon our domestic 
industries. 

We have frequently been met with the charge that an American in- 
dustry that cannot meet this low-wage threat is “inefficient.” Our 
critics have said that American management skill and worker pro- 
ductivity can meet any challenge. 

These hearings are evidence that this charge of “inefficiency” will 
no longer stand up. The trend to investment abroad is an acknowledg- 
ment that even our greater industries, proud to call themselves 
“growth” industries, are concerned over the threat of foreign low-cost 
production. 

Today they face a loss of export markets. Tomorrow they face 
losses in United States domestic markets. And they are looking to 
operate under circumstances in which they can compete, by produc- 
ing where the costs permit them to compete, that is, in the foreign 
countries which are the source of their competition. 

In this respect I want to make myself clear on two points : 

First, I cannot blame any company for making every ethical effort 
to maintain corporate financial integrity at this time of kaleidoscopic 
economic and political world upheaval. Events have taken over. 7 he 
drive to invest abroad stems more from necessity than from choice. 

In this respect, I call to your attention the plight of the American 
textile industry which has so far failed to win forthright govern- 
mental action to assist it to maintain this domestic industry. Today 
it relies largely on the voluntary actions of foreign countries. 

Such an unsatisfactory basis is a constant irritant. Will the domes- 
tic industry be able to withstand the pressure to solve its problems by 
manufacturing abroad ? 

Second, we must recognize that it is not a simple matter of “if you 
can’t beat ‘em, join ’em.” Investing in foreign operations or creating 
production subsidiaries abroad is a difficult and discouraging process 
due to the many roadblocks thrown up by foreign countries. 

The Tariff League made a study of such restrictions and also was 
one of the sponsors of a study made by the National Industrial Con- 
ference Board. Nine kinds of restrictions were tallied from responses 
received by the conference board from American companies in answer 
to questionnaires regarding difficulties met in attempting to do busi- 
ness abroad. These nine categories are: 
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1. Exchange rates: Discriminatory rates in certain foreign coun- 
tries penalize the importer and encourage the national exporter. 

2. Import controls to lure foreign investment: Protective tariffs 
are used deliberately to curb imports so as to force the importing in- 
dustry to establish branch plants. 

3. Quantitative controls: Quotas and import licenses are used for 
the same effect as in No. 2. 

4. Government-owned industry: Some countries nationalize indus- 
tries thereby effectively closing the doors both to competitive imports 
and to competitive operation of local plants for foreign companies. 

5. Government controls and subsidiaries: Various practices prevent 
foreign companies from gaining a share of production or markets 
abroad, usually by favoring nationals. 

6. Discriminatory tax decisions: This type of control is illustrated 
by action of one foreign country in reducing a fee on a contract re- 
newal because part of the fee was going to the United States as tax. 

7. Difficulty in obtaining materials: Nationals are given preference 
over foreign subsidiaries in obtaining necessary imported materials 
or components. 

8. Cartels: These effectively curb foreign operations. 

9. Obstacles, general: These include a range of devices, such as 
expropriation, discriminatory taxes, and labor laws, that vary with 
the foreign country. 

This material appears in more detail in the study entitled “The 
United States in World Trade,” published by the league in February 
1958. 

Additional material, under the heading “Doing Business Abroad” 
appears in a pamphlet entitled “Production Costs Here and Abroad,” 
recently published by the National Industrial Conference Board as 
No. 6 in its studies in business economics. 

There is no question that investment abroad is a thorny detour. 
And it is no wonder that thwarted American industries are asking 
Congress to assist in smoothing the path. 

My personal sympathies are with them because, in my day-to-day 
work of appraising the financial needs of corporations, I recognize 
their problems as real and immediate. 

I do want to drive home one point. The understandable impetus to 
invest abroad is to protect the corporate assets of American com- 
panies and to maintain a return of profits on which research and 
technological improvements must draw, as well as dividends to share- 
holders. 

There are, however, two important elements that inevitably fail 
to benefit from such shifts of production out of the United States. 
One of these comprises the American workers whose jobs are lost. by 
the transfer. 

The other is the Uinted States itself which loses a portion of its 
producing capacity and thus finds its defense potential jeopardized 
in some degree. 

Take jobs for a moment. When an American company can no 
longer produce profitably in the United States for export and trans- 
fers its operations abroad, the result is a loss of jobs. There may be 
an immediate cutback or the closing of a plant here. 

Even where workers are reallocated, a is a loss of potential job 
opportunities in the future, which can be serious to our expanding 
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population. If later, the foreign operations result in imported prod- 
ucts coming back into the United States, there is a further loss of 
production here for the home market and a further loss of jobs and 
job opportunities. 

No one can say whether the loss of production workers will be offset 
numerically by the increase in those handling imports. And, quite 
apart from numerical considerations, is it good for the country to 
shift a substantial segment of employment out of the production of 
goods and into the servicing of trade? ; 

It seems to me that if we emphasize trade to the detriment of 
domestic processing of our natural resources we are going to travel the 
unhappy route of Great Britain when she was banker, broker, and 
trader to the world. She appeared to many populations as an exploiter 
and manipulator of peoples and lands. Undeserved or not, that repu- 
tation ultimately cost her dearly in the loss of empire. 

There was, of course, a valid reason for Britain’s seeking the world 
banker’s role. She was, and is, a small insular nation, deficient in 
natural resources. To raise her economic level she was forced to 
become a dominant world power. ‘Trade and investment abroad were 
her lifeblood. 

There is no such economic necessity for the United States to follow 
such a course. We have proved we can excell in material standards 
of living with no more reliance on the outside world than the im- 
portation of necessary raw materials and the export of sufficient fin- 
ished goods to pay for the imports. Any additional extraterritorial 
activity has been motivated more by international political, rather 
than economic, conditions. 

Congress, by enacting the original trade-agreements laws, and by 
their several extensions, has taken the calculated risk of fostering 
inroads on our economy in the form of goods from low labor cost 
countries. At the same time, Congress has retained a tariff system, 
buttressed by quotas in certain instances, and has provided machinery 
whereby industries injured by the workings of the trade agreements 
can obtain relief through import regulation. 

Thus Congress has provided for a balance of forces in the laws, 
whatever imbalance may have resulted from the administration of 
them. 

What we in the league ask here is that Congress heed the admoni- 
tion of your chairman, which I earlier quoted, to note the interre- 
lationship of the various aspects of our foreign economic policy and 
to preserve a balance among them. 

Specifically, we urge Congress not to stack the cards to the degree 
that our domestic industries will forsake their operations at home in 
favor of producing abroad. 

We ask Congress to continue to insist upon a tariff and trade policy 
that will maintain a diversified domestic economy with widespread 
and varied job opportunities. 

We ask Congress to guard against weakening the economic base 
upon which our national security depends. 

Remembering that at the core of the problem, whether it be tariffs 
or investments abroad, is the gap between United States and forei 
wage levels, we in the league again remind Congress that the ideal 
solution is to bring up the foreign wages to levels closer to ours, at 
which point competition will be fair and everyone will benefit. 
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We urge that investment policy, as well as tariff policy, be shaped 
in furtherance of that ideal. 

The league has previously urged the Committee on Ways and Means 
to establish a Hoover-type commission in order to seek improvements 
in the climate of international trade and investment. We therefore 
appreciate the opportunity to make a specific recommendation to you 
on this matter. We propose that : 

There be created a special United States commission to prepare a report on 
foreign restrictions against American exports or investments abroad and problems 
likely to arise from the common market and free trade areas. 

It should also consider United States tax incentives for American exports 
abroad. Such a commission should have the form and stature of the Hoover 
Commission. A principal objective of the commission would be to study how 
our tariff and foreign trade laws can be administered so as to raise the standard 
of living and improve the economic climate throughout the world. 

Your committee has been offered a number of proposals for tax 
incentives to stimulate investment abroad. While these may make it 
more attractive to American companies to dare the thorny road, they 
do not remove the thorns. 

If action is contemplated, we believe that caution should be exer- 
cised so as not to give foreign countries an impression that there 
would be an extra reservoir of funds which those countries could 
tap by one or another of the methods they have used and still use. 

And we further believe that the amount which the government 
in any foreign country takes from American operations therein should 
not be considered a variable directly related to what the United States 
receives in taxes. 

If tax incentives of some sort are to be enacted, we do not believe 
that the United States should engage in a unilateral or generalized 
approach to this matter, for such a unilateral approach could, in some 
cases, open the way to predatory raids on the American investors’ 
foreign profits by the countries in which they are earned. 

It, therefore, seems almost essential that any tax incentive should 
be the subject of bilateral negotiation between the United States and 
each foreign country where investment incentive appears desirable. 

Such treaties could cover restrictions placed by foreign countries 
on American trade and investment. 

Quite as important, they should provide for favorable treatment 
only for those countries which agree to policies that will firm up 
their internal economies and currencies, and, moreover, agree to pro- 
vide that their workers share the benefits of our aid, trade, and invest- 
ment programs by policies that will raise their standards of living. 

We have already urged on this committee a sliding scale tariff 
policy to be used as an incentive or reward for raising the level of 
living and wage standards in any country of origin of an import into 
the United States. We would like to see a similar elastic policy 
govern any congressional action or treaty covering American invest- 
ments or operations of American subsidiaries abroad. 

We appreciate the opportunity of making these suggestions and 
hope they will appeal to you as constructive. 

Thank you. 

Mr. Boeges. Thank you very much, Mr. Butland. 

Mr. Byrnes? 

Mr. Byrnes. I have no questions. 
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Mr. Boags. I have just 1 or 2 observations, Mr. Butland. 

You made reference to the study entitled “Production Costs Here 
and Abroad.” I have previously noted in this study that among 
other things, on page 75, there is a discussion not of tax preference, 
but of tax discrimination against American business. 

I found there some of these very facts that were brought out earlier 
this morning by the representatives of the United States Chamber of 
Commerce as to the competitive situations of companies organized in 
Great Britain or the Netherlands, Italy, or in other countries. 

I simply wanted to point out that this report also mentions that 
situation and that its approach is one toward the elimination of dis- 
crimination rather than the creation of incentive. 

Mr. Burianp. Mr. Chairman, we view the whole foreign trade sit- 
uation as a package, including investments. What we feared is that 
some department of Government will come up with what appears to 
be a perfectly sound method of providing an incentive to a firm to 

o abroad and it almost may become an expedient and over the years 
it will be generalized as a percentage and that does not bear any 
resemblance to reality. 

It will become something similar to, I don’t want to harken back to 
the Trade Agreement Acts, but it is a fact that of all the signatories in 
business, the business goes to the country with the lowest wages and 
the most know-how and one country will get machine tools, another 
connie will get glass, another country will get the cotton and wool 

oods. 
. So the most-favored-nation clause gets the thing in the country with 
the lowest wages, which is destructive not only to our domestic picture, 
but the export picture and domestic picture of other foreign companies. 

So the method or incentive that your committee decides upon, we 
think, should be made on the basis of a study and a bilateral negotia- 
tion. 

Therefore, we will then cooperate with the country which is deter- 
mined to aid its own people and to be constructive toward our exports. 

It is a bilateral thing and not a unilateral or multilateral thing. 

Mr. Boaes. The point I am making is that we do not need any fur- 
ther studies to determine the existence of these discriminations. We 
know about them. 

In our own law you know that if you operate as an American sub- 
sidiary you are under one set of rules. If you operate as a foreign 
subsidiary, you are under another set of rules. 

Mr. Butianp. That is right. 

Mr. Boaes. This may simply be the result of a choice made 50 years 
ago. This type of discrimination is certainly not justified in our own 
law today. 

What we do insofar as other nations are concerned, that is something 
else. 

Thank you very much. 

Mr. Butruanp. Thank you, Mr. Chairman. 

Mr. Boces. Our next witness is Mr. Charles W. Stewart, president, 
and Mr. Royland C. W. Brown, of the Machinery & Allied Products 
Institute. 

I wonder if you gentlemen will identify yourselves for the record. 

Mr. Stewart. Mr. Chairman, my name is Charles W. Stewart. I 
am the president of Machinery & Allied Products Institute. 
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My associate is Rowland C. W. Brown, counsel. Mr. Brown will 
make our principal presentation and, if it pleases the committee, I will 
give you a few closing comments. 

Mr. Boaes. Fine. We will be glad to hear from you, Mr. Brown. 


STATEMENT OF ROWLAND C. W. BROWN, COUNSEL, MACHINERY 
AND ALLIED PRODUCTS INSTITUTE 


Mr. Brown. Mr. Chairman and members of the committee, as you 
can see our statement is rather lengthy and we will not attempt to 
cover all the points in our statement in detail. 

However, we felt that the subject was sufficiently important in all 
of its aspects and the questions which your chairman raised in the 
announcement serves as an important basis for our recommendations 
both in the tax area and other areas. 

Mr. Boces. You go right ahead, Mr. Brown. 

Mr. Brown. We think it both appropriate and timely for the sub- 
committee to undertake a broad review of this question as a founda- 
tion for the consideration of possible legislation designed to assist in 
realization of overall United States goals of foreign economic policy. 

We think the timeliness of the inquiry is emphasized both by the 
Soviet declaration of economic war upon the West and by the ines- 
capable realities of America’s present foreign-trade situation. 

American capital goods manufacturers have a large and increasing 
stake in foreign trade, both export and manufacturing. 

Moreover, the products of this segment of American industry have 
special importance in a world starved for capital and productive 

lant. 
: The measure of the capital goods manufacturers’ stake in world 
trade is indicated by the following: 

Total United States direct investment in manufacturing abroad 
today is about $7.9 billion. 

Separate figures for investment in machinery and allied pro- 
ducts manufacturing abroad are not currently available, but we 
can reasonably assume that such investments represent at least as 
great a portion of the total as they did in 1955, the last year for 
which separate figures are available. 

If our assumption is correct, American investment in machinery 
and allied products manufacturing abroad is today something on the 
order of $1.6 billion. 

Concurrently, exports of American capital goods during the most 
recent year for which official statistics are available amounted to $4.4 
billion. 

Thus, the stake of capital goods and allied equipment manufacturers 
in foreign trade is already immense; it continues to grow at a very 
rapid rate. 

Before proceeding to certain specific suggestions for legislation, and 
in order to be fully responsive to the broad purpose of this inquiry as 
outlined in your chairman’s announcement of October 15, we should 
like first to consider certain of the basic questions heretofore pro- 
pounded by Mr. Boggs. 

Obviously, we have neither the time nor the competence to address 
ourselves fully to all of these fundamental questions, and we have, 
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accordingly, restricted our discussion at this time to those issues on 
which we believe the experience of capital goods manufacturers may 
be particularly pertinent. 

In this connection the committee may be interested in knowing that 
the rapidly increasing interest of American capital goods manufac- 
turers in all facets of international business operations prompted the 
organization some years ago within the institute of a special group 
of capital goods executives widely experienced and directly engaged 
in the conduct of their respective companies’ overseas operations. 
This group, it should be noted, devotes its regular meeting to a free 
and informal exchange of experiences and problems on all aspects of 
the management of foreign operations. 

Our comments which follow are based upon the common experience 
of the members of this group as well as our staff’s daily contact with 
the management problems of some 500 capital goods manufacturing 
companies, 

What are the reasons American capital goes abroad ? 

One might answer this question simply and uncritically by saying 
that American capital goes abroad in search of a profit. This state- 
ment, however, requires amplification and it needs to be related to the 
national goals of foreign economic policy to which this inquiry is 
primarily directed. 

There is, we think, a clear mutuality of interest between Govern- 
ment and private capital insofar as the long-range goals of national 
policy in this area are concerned. 

Rather obviously, there are some problems of foreign policy, politi- 
cal, economic, and social, to the solution of which private business 
capital cannot and should not be expected to contribute. 

Nevertheless, there is much which can be accomplished by private 
capital in serving the ends of national and international economic 
policy, a fact which has been increasingly recognized by our own 
Government as well as friendly foreign governments. 

One other matter should be made clear before we undertake any 
further discussion of the reasons why American capital goes abroad. 
As we have already observed, American capital is invested abroad in 
the hope of obtaining a profit and failing such opportunity it will not 
go abroad in the absence of artificial inducements which, we think, 
are generally undesirable for all the parties concerned. 

Hence, if we accept the proposition that it is a desirable thing to 
encourage United States private investment abroad, then we must 
seek to create those conditions at home and abroad which will hold the 
least possible impediment to the natural movement of private capital 
in search of profitable opportunities for employment. 

In a narrow sense, the choice between a domestic and a foreign 
investment is, of course, dependent upon which alternative invest- 
ment offers greater potential profits. 

The issue, however, is rarely this simple. 

I might say all our remarks pertain to the manufacturer and not 
to those engaged in extractive industries and others who have ob- 
viously different problems and different motivations in their 
investment. 

Any private decision to invest abroad, including the choice of loca- 
tion and the form of investment itself, is likely to be a complex of 
many considerations and motivations. 
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In the beginning, of course, a manufacturer goes abroad—pre- 
sumably by exporting—in search of additional markets and to 
stabilize domestic production and sales. 

Subsequently he may extend the scope and alter the character of 
his foreign operations either voluntarily or by necessity. At this 
point the manufacturer undertakes an investment abroad in one form 
or another. 

Any one of several reasons may prompt this investment. It may 
be undertaken to lower production costs-so as to maintain a com- 
petitive position in world markets. It may be occasioned by import 
restrictions designed to force the development of local industry. It 
may be due to currency exchange problems. 

Again, such an investment may be undertaken in order for the 
United States company to avail itself of special technical skills, to 
establish a foothold in an expanding local market, or to take advan- 
tage of special local inducements to the establishment of a manu- 
facturing enterprise. 

The major contributing factor to the dilemma facing United States 
manufacturers in the form of competition is the impressive revitaliza- 
tion of the manufacturing industries of Western Europe and Japan, 
coupled with the onrushing development of greater regional markets, 
such as the European Economic Community and possible larger free- 
trade areas. 

These regional trading developments clearly pose not only expand- 
ing market opportunities, but the bases for further foreign com- 
petition particularly in the durable-goods manufacturing area. 

Thus more and more United States firms feel compelled to manu- 
facture abroad or otherwise expand their operations—by one means 
or another—in order to maintain established positions in world 
markets. 

Our experience convinces us that almost every capital-goods manu- 
facturer having any substantial export interest has given serious 
attention to the desirability—indeed, the virtual necessity—of manu- 
facturing overseas. 

Recently we had the opportunity of traveling throughout the 
country and talking to capital-goods manufacturers in many cities and 
we were struck by the fact that these companies, many of whom were 
quite small, many of them medium and large, were all actively look- 
ing into some form of overseas operations, whether it was in the form 
of licensing, contracting, joint manufacture, or indeed, full invest- 
ment in the form of a branch or subsidiary. 

The interest and the concern of these gentlemen was greatly im- 
pressive to us. 

Insofar as American capital-goods manufacturers are concerned, 
then, the problem is not so much—perhaps not. even largely—one of 
providing incentives for investment abroad, but, rather, one of pro- 
viding means by which such manufacturers can maintain present 
world market positions and meet the challenge of the future. 

A quite different problem arises in the case of the lesser developed 
areas of the world. Machinery manufacturers are not likely to make 
any substantial private commitment in such economies until at least 
the foundations of an industrial society have been laid. 

Manufacturing investment will flow naturally into such areas once 
these prerequisites are met. Even here, however, substantial trans- 
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fers of know-how, technology, basic equipment, etc., are being in- 
creasingly accomplished by private industry. 

I might say here, however, that in recent years the interest of 
machinery manufacturers in such areas as India has been most en- 
couraging and impressive despite the tremendous obstacles which 
investment in a rapidly developing economy such as this imposes. 

What form does such investment take? Private investment abroad 
may and does take a variety of forms. It is by no means limited 
to the direct transfer of United States funds or United States equip- 
ment to a foreign location. 

In considering United States investment abroad, one is very apt to 
think in terms of portfolio investment—which was so popular in the 
1920’s or direct private investment in the form of manufacturing 
plants, facilities for the extraction of minerals, plantations, power- 
plants, railroad, et cetera. 

Obviously, investment broadly defined embraces much more, in- 
cluding the flow of management techniques, technological innovation, 
production know-how, and the intangible qualities of entrepremeurial 
initiative and responsibility which go with private enterprise. 

Mr. Eugene Black, president of the World Bank, has described it in 
these terms: 


Development capital, as we all know, is not just money. It is money applied 
effectively to the stimulation of economic growth. That means that it is money 
welded into an amalgam with a very special set of attitudes, institutions, and 


technology. 

Your chairman referred to it recently as the “vitality, skill, and 
imagination” that accompany private American capital. 

These important intangibles, moreover, are flowing overseas in 
ever-increasing amounts, with or without accompanying dollar invest- 
ment as already suggested. 

The precise form of investment abroad, it should be noted, may be 
dictated by the availability of capital, by the company’s own man- 
agement philosophy, by the areas for which the investment is pro- 
posed, the nature of the product, availability of personnel, local in- 
vestment and tax laws, and the availability of adequate security 
against capital erosion as a result of inflation, inconvertibility, expro- 
priation, et cetera. 

Still other considerations might include marketing arrangements 
and the availability of adequate patent protection. 

For a single company investment in England or Scotland might 
well take the form of a manufacturing subsidiary or branch or a 
licensing arrangement; similar operations in Japan might be cast in 
the form of a licensing agreement, together with a minority interest. 

In an area such as India—India with a presently more limited mar- 
ket a subcontracting arrangement under which the United States 
company retains engineering and sales control. In still other areas 
joint ventures with 2 or 3 other companies may be desirable. 

Although many companies follow a policy of ae, only 
direct subsidiaries abroad, 100 percent sued and controlled by the 
United States parent, even these articles of management philosoph 
may be abandoned in some areas by reason of local statutory or “a 
ministrative requirements by lack of capital, or from a desire to enlist 
local participation. 
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It may be accepted as a truism, we think, that private investment 
abroad in the form of manufacturing operations follows exports to 
the country involved. This seems borne out by the fact that a foreign 
distributor or manufacturer’s representative frequently becomes the 
United States company’s first licensee in the area or, perhaps, a joint 
owner in a new manufacturing operation. 

What are the effects of such investment. on the host country? 

We should, at the outset, pay tribute to the excellent studies by the 
Department ‘of Commerce showing the contribution which United 
States direct private investment has made in Latin America. We 
shall only touch on a few of the effects of the investment abroad of 
capital goods manufacturing companies. 

First and foremost, of course, direct private investment abroad by 
United States manufacturers provides much-needed capital for the 
purchase of equipment and supplies. Equally important, it affords 
indispensable technical know-how, managerial capacity, and the vital- 
ity and resourcefulness of private enterprise. 

Such investment obviously creates jobs and increases the gross na- 
tional products of those countries in which such investments are made. 
Moreover, it provides training for local technicians and for local man- 
agement which customarily assumes eventual direct management of 
the local operation. 

Frequently it is this byproduct of United States direct private in- 
vestment which is one of the greatest long-range benefits to the host 
country. 

Without intending in any way to criticize United States Govern- 
ment technical assistance in the nonindustrial and commercial areas, it 
seems worth while to point out that these benefits to foreign countries 
are a concomitant part of direct private investment which cannot be 
obtained to the same degree by public programs. 

We think it would be foolish not to recognize certain of the dangers 
which almost inevitably arise from a program of encouraging private 
investment abroad. 

An influx of foreign capital gives rise to a self-conscious concern 
with foreign economic domination on the part of the host country. 
Even in those countries with similar interests, culture, standards of 
living, and so forth—for example, Canada—we have seen national- 
istic emotion engendered by a concern with the dominance of outside 
commercial interests. 

Already we see some manifestations of the same problem in a less 
dramatic form in the case of West Germany. Indeed, the early history 
of our own country furnishes examples of this type. 

In Latin America, in Asia, and in Africa these fears are apt to be 
even greater and more unreasonable. We must accept the inevitability 
of their existence and so fashion our program and our actions as to 
meet the problem intelligently. 

While the United States Government, through its various agencies, 
should do everything to insure that the investment climate for United 
States capital is improved and that the rights and properties of United 
States investors are protected, at the same time we must make certain 
that this is not done to the discrimination of local private enterprise, 
nor are our United States companies operating overseas required by 





PRIVATE FOREIGN INVESTMENT 249 


United States law or administrative policies to act as an instrument 
of Government policy. 

It is important not only to the success of our long-range economic 
interests, but to the acceptance of the free-enterprise system itself that 
local private investment by United States interests becomes accepted 
as part of the local scene and not simply as an interest of a distant 
United States investor. 

Generally speaking, United States business has been extremely con- 
scious of these matters and has done an amazing job of gaining ac- 
ceptance by local populations and local institutions. In so doing it has 
contributed heavily to the economic and public welfare of the host 
countries. 

It might be noted, however, that the United States Government 
frequently creates policies which are inconsistent with the basic 
approach. In this connection, we should call attention to the impact 
of our antitrust policies, foreign assets control regulations, and similar 
extraterritorial juridical jurisdiction. This points up to the need for 
more careful and informed study of the problem in coordination of 
United States policies in the area. 

What are the obstacles that stand in the way of new and expanding 
foreign investment ? 

While it would be difficult to discuss in the brief time allotted to this 
broad subject, all of the obstacles which may impede new or expand- 
ing investment, many of which are peculiar to local situations or to a 
specific type of operation, it may be helpful to point up at least a few 
of the major obstacles experienced by our own manufacturing 
industries. 

Assuming the presence of basic prerequisites such as adequate 
market, supplies, labor, transportation, distribution facilities, et 
cetera, there are a number of factors which pertain particularly to 
foreign investment. These include: 

The lack of adequate capital resources, both United States and 
local, for both debt and equity participation. 

The administrative difficulties faced in many countries in obtaining 
approval for the specific type of investment. 

The difficulty of obtaining approval for the importation of new or 
used equipment on satisfactory terms for local production facilities. 

The lack of agreement with respect to adequate compensation for 
know-how. 

The lack of assurance of exchange availability for repatriation of 
earnings. 

The inadequate supply of local skilled labor, trained technicians, 
and management personnel. 

The uncertainties arising from the application of United States 
antitrust laws. 

And the problems created by the tax system not only of the local 
country, but of the United States itself. 

We shall discuss the last point at some length, following which we 
shall briefly enumerate other steps which might be taken to assist in 
the solution or removal of some of the other obstacles referred to 
above. 

MAPIT recommendations for major tax reform: It is generally 
recognized that our present Federal income-tax structure in the area 
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of foreign income is, at the least, cumbersome, formalistic, and, at 
times, incomprehensible. Indeed, if there were no special reasons for 
reform in this area save to introduce simplicity and clarity, we would 
feel fully jusitified in making the recommendations set forth below. 

But, more important, our tax structure in this field is inequitable in 
its application and serves as a significant deterrent to the expansion of 
international operations and investment. 

Thus, it is essential in our national interest to seek a sound 
measure of reform in this area within the Government’s basic revenue 
requirements and in equitable relationship to the taxation of domestic 
operations and investment. 

We are not prepared to state that the present Federal income-tax 
structure serves as the principal deterrent to further expansion of 
private foreign operations and investment, or that the adoption of the 
tax reform which we have recommended would alone immediately 
result in an extraordinary increase in trade and investment. 

This is particularly true in the lesser developed areas. 

Nevertheless, our experience indicates that major tax reform prob- 
ably could contribute more than any other single action which the 
United States Government could take to facilitate the expansion of 
private international operations and investment and, we might. add, 
ultimately at little or no cost to the Treasury. 

As one examines the reports of the various independent and Gov- 
ernment advisory groups concerned with various aspects of foreign 
investment, international trade, and foreign economic policy matters, 
and reviews the testimony presented to the Congress in recent years 
by public officials, international business executives, tax practitioners, 
and academicians, he is struck by the fact that there no longer appears 
to be any major doubt as to the desirability of tax reform in this area. 

The issues have now become: What kind of reform? How broadly 
should it be applied? How can the specific proposal be justified in 
the context of our current and prospective fiscal requirements ? 

The resolution of these issues, however, is long overdue. The Insti- 
tute deemed the matter of sufficient importance in its appearance 
before the Ways and Means Committee last January, on the subject 
of tax reform, in the hearing before the Committee on Ways and 
Means, House of Representatives, 85th Congress, part 1, pages 476 to 
479—to devote a substantial portion of its testimony to the basic 
recommendations discussed below. 

We might add that the events and experiences during the inter- 
vening months have only served to strengthen our conviction as to the 
soundness and the feasibility of these recommendations. 

Moreover, we are pleased to note increasing acceptance by industry, 
educational research, and public witnesses to the approach that our 
own experience has led us to support for some time. 

We feel that these recommendations are responsive to the practical 
commercial requirements of the situation and reflect the needs not 
only of our national foreign economic policy, but of the future revenue 
requirements with which the Government is likely to be confronted. 

While the tax reforms which we recommend are neither novel nor 
of our own creation, we feel, nevertheless, that we can make a con- 
tribution to this study based on the experience of capital goods manu- 
facturing executives who are responsible for their companies’ over- 
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seas operations and investment and who have had occasion to analyze 
and test these recommendations against the operations with which 
they are daily confronted. 

Summary of recommendations: The institute recommendations 
concerning tax reform in the foreign income area can be summarized 
briefly as follows: 

1. Authorize the deferral of United States income tax on all for- 
eign income until it is distributed or made available for domestic 
use. 

The application of the tax deferral approach currently applied to 
foreign subsidiaries should be extended broadly to apply to all foreign 
income regardless of the form of overesas operation. . 

2. Provide for the establishment of a special class of domestic cor- 
poration through which United States business firms could conduct 
all of their foreign operations. 

3. Adopt a practical and equitable concept of foreign source income 
for purposes of tax deferral. 

In conjunction with the establishment of the special United States 
World Trade Corporation referred to above, a practical definition of 
foreign income should be adopted which would include in addition 
to dividends, branch earnings, and interest, such items as royalties, 
fees from the rendering of technical and management services, and 
the resale earnings accruing from export sales. 

4, Permit the tax-free reorganization of a company’s foreign 
assets. 

In order to facilitate the use of the proposed United States World 
Trade Corporation and insure that the earnings of established for- 
eign investment can be utilized for further new foreign investment 
without immediate United States tax consequences, section 367 of the 
code should be amended to make it nonapplicable to the transfer of 
existing assets by the parent company, or a foreign subsidiary, to the 
new World Trade Corporation, which we do not have the time to 
develop in detail, but which we feel deserve further attention. 

5. Give immediate attention to the means of improving the opera- 
tion of the tax-credit provisions and the treatment of capital losses, 
and explore appropriate means of accommodating the special prob- 
lems arising from investment in the lesser developed areas of the 
world. 

Intensive study should be undertaken by the appropriate commit- 
tees of Congress, with opportunity for brief well hearings, on the 
means of improving some of the more technical aspects of our tax 
structure as it Anais to international operations and investment. 

Such a study might indicate the desirability of— 

(1) granting an election to the taxpayer to use either the pre- 
country or overall limitation in the computation of the tax credit; 

(2) expanding those foreign taxes which would qualify for tax 
credit ; 

(3) providing a more equitable treatment of capital losses of cer- 
tian foreign investment ; 

(4) removing the inequities arising from the present administra- 
tive implementation of the Western Hemisphere Trade Corp. (see our 
prior January 10, 1958, statement for details) ; 

(5) taking into account the special problems created by runaway 
inflation in certain areas of the world; 
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(6) granting deferment of taxes on that portion of domestic income 
used to guarantee loans for new foreign investment, particularly in 
the underdeveloped areas; and 

(7) the use of tax sparing or alternative means of giving greater 
effect to foreign tax inducements, particularly in the lesser developed 
areas. 

Tax deferral: Many proposals and suggestions have been offered 
over the years to improve those provisions of the code relating to the 
taxation of foreign income. These proposals have been designed, 
according to their sponsors, to recognize to varying degrees the 
special risks involved in certain types of foreign investments, to 
reflect the conflicting interests of different tax jurisdictions, to pro- 
vide more equitable tax treatment of foreign income, and to provide 
special tax incentives to foreign investment. The means to attain 
these nds have varied from total exemption to rate reduction, special 
amortization and tax deferral, and combinations thereof. 

Many of these would involve substantial and permanent loss of 
revenue unless they were so limited in scope as to be, in our judgment, 
totally unworkable and inequitable. Some of these recommenda- 
tions would apply only to new investment; others would apply to 
existing investment as well. Some would apply only to investments 


or operations of a certain kind or in a certain geographical area. 


Without commenting on the various specific proposals indicated 
above, the institute firmly believes that the broad tax deferral ap- 

roach for all income from international operations together with the 
urther implementing steps suggested, would go a long way toward 
facilitating increased foreign investment. At the same time it would 
avoid undue impairment of revenue and the introduction of special 
tax incentives which might contribute to postponing the time when 
much needed restructuring of the entire corporate and personal in- 
come-tax rates can be achieved in this country. 

Of equal importance, business firms in this country would be able 
for the first time to reorganize and administer their international 
operations on a rational and sensible basis in keeping with sound 
commercial considerations. Inasmuch as taxes would only be post- 
poned and not reduced, any revenue loss would be temporary. It 
would be recouped at a later date, together with the increased income 
and resulting taxes brought about by the reinvestment of such funds. 

Further, the amount of tax deferral would directly reflect new 
foreign investment which would be facilitated by the change. In our 
judgment, this approach offers substantial inducement to the smaller 
company contemplating the matter of foreign investment for the first 
time as well as to the well-established company expanding its foreign 
investments. 

Emphasis on form in our present tax structure: Our present tax 
structure places great emphasis on the legal form in which various 
overseas operations are undertaken. Moreover, the initial form which 
the investment takes is apt to be retained regardless of subsequent 
events because of the difficulty of accomplishing a tax-free reorganiza- 
tion under present Treasury policy. 

In the case of foreign subsidiaries, earnings are not taxed by this 
country until the income is remitted to the United States Ee in 
the form of dividends. Such subsidiaries, therefore, have been able 
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to expand their operations through the retention of all or a substan- 
tial portion of their earnings, after payment of local taxes. Thus, 
the deferral approach suggested above is already applicable to a 
foreign subsidiary. However, the difficulty in obtaining permission 
from the Treasury for a tax-free transfer of earnings or property 
from a foreign subsidiary to a new investment in the form of a 
foreign subsidiary in another foreign country limits the effective use 
of established operations for expansion in other developing areas. 

On the other hand, the income from foreign branches and from 
other forms of international operations of the parent United States 
company, such as licensing of patents and trademarks, management 
and technical-assistance contracts, income from the sale of products 
for which the local manufacture was subcontracted and export sales 
is not treated in a manner comparable to that accorded foreign divi- 
dends either from the standpoint of effective rates or deferral of 
United States tax. Thus, the amount of actual earnings available 
from these latter sources either for reinvestment or for new foreign 
investment is normally reduced by immediate application of United 
States taxes unless some form of intermediate foreign subsidiary is 
resorted to. 

The result of this difference in tax treatment has been to favor 
the utilization of foreign subsidiaries where retention of earnings is 
a major consideration. More recently it has encouraged the wide- 
spread use of foreign base corporations, through which all foreign 
earnings from subsequent foreign investments are channeled. 

Thus, it can readily be seen that in the case of a company currently 
establishing new foreign investments or foreign income-producing 
arrangements which is alert to the legal and tax implications of various 
organizational methods much can be done despite our existing cumber- 
some tax structure to maximize available investment funds for further 
foreign investments. However, because of the tax consequences of 
the transfer of existing assets, many companies, particularly those 
who have pioneered in establishing foreign investments in the past, 
are reluctant or are unable to avail themselves of the more favorable 
organizational structures of some of their competitors. Accordingly, 
they find themselves locked into established methods of operation 
which restrict the amount of capital available for further foreign 
investment. 

Moreover, the fact that under existing law much of the opera- 
tional control of the foreign base corporation must be located outside 
of the United States introduces many additional problems which 
management would prefer to avoid if a reasonable alternative were 
available to it within our tax structure. This is particularly true 
of small-business firms with limited resources of capital and per- 
sonnel. This is not to suggest that the foreign base corporation 
has not proved desirable from a management standpoint in many 
situations. Quite aside from tax considerations it has provided an 
incentive for establishing all international operations under a single 
operating structure and has, at times, pointed up certain practical 
commercial advantages of locating sales, engineering, and licensing 
service operations in such centrally located points as Brussells, Geneva, 
and Habana. Indeed, some of these organizational plans probably 
would not be abandoned even though amendments were adopted in 
the code along the lines recommended herein. 
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The United States Foreign Business Corporation: An examination 
of the current situation strongly points to the need for amending our 
Internal Revenue Code to enable United States domestic companies to 
obtain the same tax results regardless of the legal form adopted for 
any particular overseas operation. In the judgment of the institute, 
the approach which best serves this purpose, when accompanied by tax 
deferral, is the creation of a class of domestic corporation through 
which a United States parent corporation could organize and admin- 
ister all of its foreign operations designated by its original proponents 
as a “United States Foreign Business Corporation” (EK. R. Barlow 
and Ira T. Wender, United States Tax Incentives To Direct Private 
Foreign Investment, Harvard Law School, 1954). 

Under this proposal a foreign business corporation would be per- 
mitted to operate directly in any foreign country, either through its 
own foreign subsidiary, its branches, or any other customary arrange- 
ment. It could own foreign patents, copyrights, and trademarks and 
receive royalty income for their licensing. 

Moreover, it could provide technical and management service for 
foreign companies and receive compensation for such services. It 
could lend money to foreign concerns and receive interest on these 
loans. It could engage in the handling of all export sales transactions 
for the parent domestic company. In short, it could carry on all of 
the foreign operations normally carried on by a business firm in inter- 
national commerce. It could accumulate funds from these operations 
either in the United States or elsewhere, but certain restrictions would 
be placed on the manner in which these funds could be used in the 
United States. The corporation would be permitted to purchase 
and store goods in the United States for resale in foreign countries for 
the use of associated companies in foreign countries or for its own use 
in foreign countries. 

However, inasmuch as the Foreign Business Corporation would be 
created solely as an instrument through which the parent company 
might conduct all of its foreign operations, it would be permitted to 
conduct only such business operations in the United States which were 
essential for the proper management of this primary purpose. 

Combining this mechanism with the deferral approach, the Foreign 
Business Corporation could defer its United States taxes on all of its 
earnings as long as they were retained for further foreign investment. 
It would not, therefore, pay any tax until it distributed its earnings to 
its stockholders. At the time of distribution the United States taxes 
due on the income of the Foreign Business Corporation would be com- 

uted in the same manner as the taxes for any domestic corporation. 

nder this proposal, however, no intercorporate dividends tax would 
be imposed on the corporate shareholders receiving a distribution from 
a foreign business corporation. 

In order to prevent misuse of deferral, distributions would be 
broadly defined to include loans to shareholders or to an affiliate or sub- 
sidiary company for use in the United States and to a liquidation of 
the Foreign Business Corporation itself. The purpose for such a defi- 
nition of a distribution would be to limit the use of funds on which 
the United States taxes have been deferred to investment in foreign 
activities and permissible assets in the United States, for example, 
short-term Government securities. 
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A liquidation would be treated as a taxable event in order to prevent 
a company from accumulating earnings for several years and then 
bringing those earnings, tax free, into the United States by a liquida- 
tion. Since the use of funds in the United States by a foreign business 
corporation would be narrowly restricted to investment in certain 
permissible types of assets in this country, there would be little ad- 
vantage for a firm to accumulate indefinitely its foreign earnings. 
Similarly, excessive accumulations in foreign portfolio investment not 
related to the expansion of the company’s trade or business could be 
adequately restricted. 

Tax-free reorganization: Provision would, of course, have to be 
made for the tax-free transfer of existing foreign investments and of 
income-producing arrangements to this new corporation. At the 
present time, the tax-free merger consolidation and reorganization 
provisions of the 1954 code, sections 367 and 1492, generally are not 
available to a United States parent corporation with regard to its 
foreign subsidiaries. With a few possible exceptions, the Treasury 
has interpreted section 367 of the code in such a manner that foreign 
earnings, which have never been subject to United States taxes, can- 
not be returned to the United States parent corporation or transferred 
to another foreign subsidiary for further foreign investment abroad 
without payment of income or capital gains taxes at that time. This 
is true even though the company 1s simply transferring its ownership 
in a foreign subsidiary to another foreign subsidiary. 

As a result, foreign organization has become frozen in unwieldly 
structures made up of various corporations and branches organized 
at different times in the past and in response to different conditions. 
Not only does this policy discriminate against those companies with 
established foreign operations, but it is in direct contradiction to the 
very premise underlying past Treasury recommendations with respect 
to the encouragement of new foreign investment. The implementation 
of section 367 is subject to a further criticism. Most of the rulings 
under this section remain unpublished; thus, the taxpayer seeking 
guidance has little information on which to proceed short of taking 
the time and expense of applying for a ruling. The Revenue Service, 
it might be added, is currently faced with a substantial backlog of 
applications for rulings. 

An exception to the general policy of refusing permission to make 
tax-free transfer was recognized by the Treasury with regard to 
reorganizations to take advantage of the Western Hemisphere trade 
corporation provisions. Presumably the adoption of the foreign busi- 
ness corporation proposal by Congress would prompt a similar ad- 
ministrative exception. 

Nonetheless, it is the opinion of the institute that specific legislation 
in this regard would be preferable. <A. bill, H. R. 12368, introduced 
by your chairman, is designed to meet the problem of permitting tax- 
free reorganizations to be undertaken to facilitate foreign investment. 
We believe that this deserves support irrespective of whatever action 
is taken on our recommendations with respect to the establishment of 
the foreign business corporation. With the adoption of a foreign 
business corporation it becomes a practical necessity. 

One of the most troublesome aspects of our tax reform is set on 
what income would qualify. We would like to devote our attention 
to this item. 
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As we pointed out earlier in our statement, Mr. Chairman, manu- 
facturing firms establishing operations abroad are apt to approach the 
matter in a variety of ways and forms. The particular form chosen 
depends on such factors as their own management philosophy, the 
requirements of both local law and United States law pertaining to 
their particular business, the local investment climate, the availability 
of capital for investment and the extent to which the company may 
require or desire outside capital participation, their patent and trade- 
mark position, availability of experienced personnel, etc. The range 
of operations might include foreign manufacturing and/or sales sub- 
sidiaries with ownership ranging from 100 percent to a small qualify- 
ing minority interest; branches of the United States company or a 
foreign subsidiary; various alternative joint venture arrangements; 
subcontracting for local manufacturing with retention of the engi- 
neering and sales operations by the United States company; licensing 
of patents and know-how, with and without equity participation; and, 
of course, export sales and overseas warehousing and sales and service 
operations. Frequently any number of these arrangements will be 
carried on by a single company in different areas or even, at times, in 
the same country. 

Income from such diverse operations obviously takes a great variety 
of forms. Any tax proposal or indeed any governmental action which 
fails to take into account the variety of methods by which interna- 
tional operations and investment are undertaken abroad will only 
introduce new inequities and impose a further deterrent. In the 
judgment of the institute, there is no clear line of demarcation, at least 
in the manufacturing area, between foreign income attributable di- 
rectly to foreign investments in the form of manufacturing subsidiaries 
and branches and foreign income arising from the sale of know-how, 
engineering agreements, or the sale of items exported from the United 
States orathird country. Many manufacturing companies are under- 
going continuous transition from purely export operations to overseas 
manufacture. The stage of transition will vary from company to 
company, from product to product, and from country to country. 
Even well-established foreign investors in those highly industrialized 
areas which can support the broadest line of industrial equipment fre- 
quently find themselves supplementing their foreign production with 
imports of components from the United States and the distribution 
of additional lines of equipment which cannot feasibly or economically 
be manufactured abroad. 

Indeed, if the United States is able to maintain its superiority in 
the technology of mass production and advanced product develop- 
ment, it can be reasonably expected that certain products may always 
be more economically manufactured in this country. Further, what 
constitutes manufacturing varies from complete manufacturing opera- 
tions to assembly or field erection. 

Finally, even in the case of manufacturing subsidiaries the income 
of the United States company will not normally be derived entirely in 
the form of dividends. Additional fees for technical and management 
services, research and development, and the licensing of patents and 
trademarks may all be involved, together with whatever income arises 
from export operations integrated into the overseas operation. 
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Prior legislative proposals in this area have tried to draw a fine line 
between foreign investment income which would qualify and other 
income from international operations which in the eyes of the sponsors 
did not involve sufficient foreign investment. Those items which were 
excluded usually included income from licensing and export opera- 
tions. The distinction presumably was based upon the premise that 
only certain forms of doliar investments in brick and mortar and 
equipment should be encouraged and should qualify for the special 
tax treatment being granted. 

This, of course, ignores the fact that in many situations it is the 
technical know-how, the management techniques, or the exported 
capital equipment which is more urgently needed in the economic 
development of the country than the dollar investment. Moreover, 
these artificial distinctions would have created a completely impracti- 
cal and unworkable situation for most United States manufacturers. 

The first attempt at such a distinction, 1954, in H. R. 8300, would 
have limited the tax-rate reduction to certain specific types of business 
operations, excluding wholesaling and other export operations, even 
where substantial overseas operations and investment might be 
involved. 

The second attempt, 1955, in H. R. 7725, contained an even narrower 
restriction by apparently disqualifying any foreign subsidiary or 
branch which did not earn all of its income from the sales of products 
manufactured in that country 

In analyzing both of those prior proposals in the light of the expe- 
rience of capital g goods manufacturers, it quickly became evident that 
there were practically no companies with which we discussed the 
matter which could have qualified without substantial reorganization 
of their entire international organizational structure. In view of the 
repeated attempts to draw a line between certain types of income and 
the serious implications of such an approach, it 1s perhaps worth 
examining in detail the reasons which have been advanced for such a 
distinction. 

Revenue: The most frequently heard objection to tax reform with 
respect to export income is directed to the supposed revenue effects. 
This argument may have merit when rate reduction or exemption is 
involved, but it loses its validity in the context of postponement or 
(leferral. There would, first of all, be no reason for the foreign 
business corporation to postpone taxes on its income from exports 
unless there were actual or prospective needs for foreign investment, 
and it is specifically the development of this risk capital for overseas 
investment which is being sought. The exporter, like the overseas 
manufacturer, would eventually pay the same United States tax that 
he would have paid had he not chosen to defer payment. In effect 
there would be no ultimate loss of revenue. Moreover, whatever 
revenue was postponed would be in direct relationship to the amount 
of capital being used for overseas investment and expansion of inter- 
national operations. Naturally, as in those other situations in the 
code where the Treasury is concerned with the possibility of unreason- 
able accumulation of income, adequate safeguards are available. 

Mr. Smith from the Treasury Department the other day raised 
many questions with regard to the feasibility of establishing such 
United States foreign business corporations. 
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It is our feeling that most of the questions raised while valid could 
easily be handled by the ingenuity of the Treasury Department, which 
has never had difficulties in drawing lines in the problems like this in 
other areas of tax administration. I feel to defer such an important 
proposal on the basis of technical difficulties is uncalled for in the 
present situation. 

The revenue argument is largely illusory in any case. From a 
purely practical standpoint most of the benefits which the Treasury 
is apparently concerned might accrue to the exporter from our recom- 
mendations may in fact already be obtained under our existing tax 
system through the use of foreign-base trading corporations. Ac- 
cordingly, if export and licensing income were excluded from the 
operation of the foreign business corporation, we believe it is reason- 
able to assume that many if not most manufacturers would continue 
to utilize or establish foreign-base corporations for the same business 
reasons which currently prompt their widespread use. 

The export subsidy problem: The Treasury and the State Depart- 
ment have been sensitive to the possibility of any tax reform in this 
area being considered by other nations as a form of special export 
subsidy. Aside from the question of whether this is an appropriate 
concern in view of the various forms of subsidies including tax ad- 
vantages which are granted to our competitors overseas for exports, 
the issue is whether tax deferral, as proposed here, can be justifiably 
considered as an export subsidy. In our judgment it cannot. 

In the first place, the exporter does not actually save any taxes but 
would merely be provided with a means of postponing taxes as long 
as he could utilize them for some form of foreign investment. It is 
not, therefore, a subsidy in the sense already provided in the Western 
Hemisphere Trade Corporation provisions. Moreover, as it has al- 
ready been pointed out, it would provide little more than is already 
permitted by our tax structure for some companies. 

We should perhaps point out that what is involved here in any 
case is only the resale profit accruing to the export operation and 
not the manufacturing profit. There are adequate provisions in the 
code and the regulations to provide for the arm’s length, intercompany 
pricing of items exported by a manufacturer. The Treasury has had 
ample experience with this phase of the problem in ruling on the 
WHTC provisions and companies currently utilizing foreign base 
trading corporations. It might be reasonable to expect that guide- 
lines based on this experience could be promulgated in public rule 
form. 

Finally, inasmuch as tax deferral is of use only to expand foreign 
investment, it would appear that once we move away from tax-rate re- 
duction or exemption, the point at which we draw the line between 
domestic income and foreign income obviously is less critical. Since 
for most companies export and licensing tends to be the initial 
stage to more comprehensive overseas operations, foreign investment 
will be stimulated by a proposal which permits companies to utilize 
all of their foreign source income profits in helping make the trans- 
ition. 

Practicality: As already suggested, export operations as well as the 
licensing of patents, trademarks, and the rendering of various tech- 
nical and managerial services, are so integrated into the overall inter- 
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national operations, at least of a manufacturing company, that it 
would be difficult to ees rer between various phases. One of the 
basic merits of the approach of the foreign business corporation is the 
vehicle which it nerd for establishing the entire international oper- 
ations of the company under a single unitary concept appropriate to 
the commerical facts of life. Any tax approach which fails to recog- 
nize this is seriously deficient and might, in our judgment, be worse 
than no attempt at all. 

Source rules: The pressent code and Treasury regulations normally 
require that title must be passed outside the United States in order 
for the income from the sale of personal property to qualify as foreign 
source income. This is true irrespective of the fact that commercial 
practice on the export sales of certain products frequently calls for 
the seller to assume title, risk, and shipping costs in the United States. 
This problem is particularly important in the capital goods industries. 
For the reasons already stated above in connection with the treatment 
of export income generally there appears to be no sound argument 
for the retention of the present source rules in the case of the sale of 
personal property by the foreign business corporation, provided an 
adequate provision is made for arm’s length intercompany pricing. 

Export and licensing income represents a major source of capital 
for further foreign investment. For the typical smaller manufacturer 
much, if not all, of the income which is developed for further foreign 
investment must come from export and licensing income. Moreover, 
this is generally true of most capital goods manufacturers, even those 
with substantial overseas investments. 

The tax rates currently in effect in most of the industrialized coun- 
tries of western Europe, which, after Canada, have customarily been 
the first locations for foreign investment by most United States manu- 
facturing companies, are sufficiently high and comparable to that 
eA in the United States so that there is in fact little income 
eft on which to postpone United States taxes. 

Thus, the income arising from this source normally would not be of 
any greater benefit to the United States company than its domestic 
earnings in expanding its overseas operations elsewhere in the world. 
Similarly, the income from newly established operations, even in the 
lesser developed areas whose tax rates are at the moment generally 
lower than ours, is apt to be small or even nonexistent during the early 
years of investment. Even when the earnings begin to increase they 
are een to be retained for reinvestment in that particular operation 
for a substantial period of time. 

Thus if one of the major objectives of tax reform in this area is to 
encourage or facilitate foreign investment immediately, the funds for 
such investment for the typical manufacturing company must come 
primarily from its export operations and licensing or similar arrange- 
ments. 

For the smaller manufacturer which finds it difficult to obtain 
outside debt or equity financing, further foreign investment must, like 
domestic investment, come primarily from the retention of earnings. 
In our judgment a deferral approach which includes income from 
exports and licensing would be of greater benefit to the small manu- 
facturer than any other single form of assistance which the Govern- 
ment could reasonably provide. The advantages of the foreign 
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business corporation, however, would evaporate for many of these 
companies if artificial limitations were placed on its use. 

Summary: We believe the recommendations just outlined would 
greatly improve the operation of our tax system both from the point 
of view of the taxpayer and the Treasury. Moreover, their adoption 
would facilitate the farther expansion of international commerce and 
particularly new foreign investment. This would result not only 
from the capital generated and the incentive to reinvest in new or 
expanding foreign operations, but from the fact that for the first 
time the United States business executive is provided with a com- 
pletely sound and workable vehicle for carrying out his overseas oper- 
ations without resort to an intricate corporation superstructure, diffi- 
cult and artificial source rules, or exposure to extraneous problems 
of foreign incorporation. 

We have discussed the United States foreign business corporation. 
Identical proposals have been offered under such titles as United States 
world trade corporations and a number of variants have been sug- 
gested. We are not concerned here with the terminology or the 
precise technical aspects. We do, however, strongly urge the adop- 
tion of the basic approach. From a practical standpoint one may 
view it as bringing the presently authorized and widely utilized 
foreign base holding and trading corporation back to the United 
States where it appropriately belongs. 


FURTHER RECOMMENDATIONS FOR FACILITATING FOREIGN INVESTMENT 


In addition to those recommendations already advanced with re- 
spect to the taxation of foreign source income we suggest that the 
subcommittee might properly review certain other matters which bear 
importantly on the expansion of overseas operations and investment. 
Time does not permit us to pursue these additional points in any 
detail, and we have merely suggested in the following discussion some 
of the problems which are of particular concern to us and broadly 
outlined suggested avenues of approach. 

Private capital participation: The Congress should give increasing 
attention to various means of encouraging greater private capital 
participation in the area of not only export financing but direct pri- 
vate investment in overseas operations as well. The United States 
is one of the few major capital equipment producing countries that 
has not availed itself of some form of export credit insurance as 
a means of facilitating the private financing of exports to the lesser 
developed areas of the world. The United States has relied primarily 
on such direct lending institutions as the Export-Import Bank, the 
Development Loan Fund, and, of course, the World Bank. 

Export-Import Bank: The Export-Import Bank has established 
a good record of performance and has increased its rate and efficiency 
of operations in recent vears to help meet the tremendous demand for 
capital. The bank’s directors, conscious of the need to encourage 
greater participation by the private commercial banks of this coun- 
try, have spent a great deal of time and effort across the country in 
encouraging private bank participation in new loans and the pur- 
chase of existing paper of the bank. Nevertheless, some further means 
of encouraging the participation of private capital must be sought, 
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whether it is through an export credit insurance program, the sale 
by the bank of debentures, or some other alternative. We are not 
here suggesting the technique most desirable under the circumstances, 
but this should be a matter of first importance. 

Additional sources of private capital: There is in our judgment a 
substantial amount of risk capital available in the United States 
that might be invested abroad when the attractive means or facility 
is provided, perhaps in a manner similar to that being used to assist 
small business enterprises in this country. Consideration should be 
given to some form of quasi-public institution which would act as the 
guarantor and, perhaps, the catalytic agent in bringing out such apie 
tal in overseas operations. The investment guaranty program is 
ginning to facilitate investment by insurance companies and other fi- 
nancial institutions, which heretofore have been reticent to invest 
their funds in operations outside the United States. Further steps 
along this line should be explored, including the removal of certain 
local statutory restrictions prevailing in many States in this country. 

Investment guaranty program: In recent months we have had oc- 
casion to study at some length the investment guaranty program. We 
are currently in the process of evaluating the responses from the CARs 
tal goods manufacturers that have availed themselves of the available 
guaranties or have, for various reasons, decided not to utilize the 
program. ‘To date we have been somewhat encouraged by the flexibil- 


. 


ity and imagination which the investment guaranty staff has given 
the program. Nevertheless, our studies thus far indicate that a great 
deal more can be done in this area and undoubtedly the extension of 
the investment guaranty program to other countries of the world, 
where it is most needed, would be a substantial incentive device as 
would its extension to other risks including those arising from creep- 
ing expropriation and from insurrection, political turmoil, et cetera. 
Consideration should be given to the feasibility of granting guaran- 
ties without the necessity of concluding bilateral agreements. 
Convertibility guaranties for exports of components to manu- 
facturing facilities in lesser developed areas: We have become in- 
creasingly aware of the situation arising in such lesser developed areas 
such as India, where local manufacturing investment is frequently 
thwarted by the inability of the local government to grant dollars for 
the import of vitally needed components and parts for the local manu- 
facturing operation. Thus companies who are willing and able to 
manufacture as much as 70 to 80 percent of their product locally are 
unable to receive dollar exchange for their imported manufacturing 
inventory. Clearly, here is an opportunity for the extension of a 
convertibility guarantee by the United States Government which 
would enable private lending institutions to finance the transaction. 
Government organization: In closing may we offer some general 
observations. We should like to recognize the important. contribu- 
tions which the Congress and the various executive departments have 
made in assisting United States business firms in expanding their 
international operations. Unquestionably a substantial portion of 
the foreign investment which is currently being undertaken and the 
significant flow of capital equipment. which is going to the lesser de- 
veloped areas of the world is due to the facilities and programs which 
have already been established. Undoubtedly much more can and will 
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be done. However, may we earnestly suggest that in framing fur- 
ther programs and reappraising existing ones serious consideration be 
given to the following three points: 

(1) Our first proposition is that an earnest effort should be made to 
utilize existing Government agencies and study groups without the 
creation of additional and overlapping administrative agencies or 
study groups. Despite the fact that we are dealing with a highly com- 
plex subject we appear to have an even more complex Government 
structure for dealing with it. 

(2) Within the limits of the present Government structure a good 
deal more coordination is desirable and necessary in the formulation 
and administration of foreign economic policy, including such areas 
as taxation, development loans, antitrust, foreign assets control, and 
trade era and commercial intelligence. This coordination must 
take place at high level with concentrated authority for foreign eco- 
nomic policy taking into consideration both foreign economic policy 
as well as the practical aspects of international commerce. 

(3) In establishing this coordinated setup, both in the field of formu- 
lation and administration of policy affecting foreign investment and 
international operations, a definite effort should be made to provide a 
continuing forum at the policy level for Government-industry ex- 
change of ideas and consideration of industry recommendations. This 
is difficult today because of the number of institutions active in the 
field, their overlapping character in some respects, and the frequent 
absence of effective coordination. 

One other point which I would like to briefly mention, inasmuch as 
we feel that it is of major importance is the effect of such investment 
on the host country. The Department of Commerce has made some ex- 
cellent studies on the impact of United States investment and the 
contribution which it is making in areas such as Latin America. But 
I believe there are also certain dangers or points which we should 
not overlook. On page 8 of our statement we cover some of these. We 
think it would be foolish not to recognize certain of the dangers which 
almost inevitably arise from a program. An influx of foreign capital 
gives rise to a self-conscious concern with foreign economic domina- 
tion on the part of the host country. Even in those countries with 
similar interests, culture, standards of living, et cetera—for example, 
Canada—we have seen nationalistic emotion engendered by a concern 
with the dominance of outside commercial interests. 

Already we have seen some manifestation of the same problem in a 
less dramatic form in the case of West Germany; indeed, the early 
history of our own country furnishes examples of this type. In Latin 
America, in Asia, and in Africa these fears are apt to be even greater 
and more unreasonable ; we must accept the inevitability of their exist- 
ence and so fashion our program and our actions as to meet the prob- 
lems intelligently. 

While the United States Government through its various agencies, 
should do everything to insure that the investment climate for United 
States capital is improved and that the rights and properties of United 
States investors are protected, at the same time we must make certain 
that this is not done to the discrimination of local private enterprise, 
nor are our United States companies operating overseas required by 
United States law or administrative policies to act as an instrument of 
Government policy. 
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It is conpngtests not only to the success of our long-range economic 
interests, but to the acceptance of the free-enterprise system itself 
that local private investment by United States interests becomes ac- 
cepted as part of the local scene and not simply as an interest of a 
distant United States investor. 

Mr. Stewart. May I proceed for a minute, Mr. Chairman ? 

Mr. Boces. You certainly may. 


STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY 
AND ALLIED PRODUCTS INSTITUTE 


Mr. Stewart. I would like merely to supplement or amplify Mr. 
Brown’s remarks in 1 or 2 respects and more particularly to give it a 
little more perspective from the standpoint of some broad national 
policy caualdevaliaiea, 

First of all, I think in all fairness to the position of the Institute 
I should make it clear that we favor and urgently believe that general 
tax reform is essential, but in view of the scope of these hearings it is 
not appropriate to go into it except to say that in connection with rate 
reductions we believe that it should be examined primarily across the 
board, taking into consideration both domestic and foreign matters. 

Hence, we turn to the alternative approach which has been discussed 
by Mr. Brown and more fully in the written statement. We believe 
in brief that this approach is reconcilable with equitable treatment 
of domestic taxation and does not anticipate general tax reform. 

Second, we believe it is consistent with national policies as to foreign 
investment, which seems to be pretty generally conceded both “ 
Government and private witnesses. 

Third, we believe that it meets a number of national security 
objectives. 

And fourthly, to the extent that foreign economic policy is ad- 
dressed to the free world and the extent to which that should be 
determinative of policy on this question, we believe that is taken into 
consideration. 

Finally, we think that on a point which is more directly overlooked 
it is realistic, that is, this program is realistic as to the international 
commerce aspect of the problem, with particular reference to the 
position of the United States in world trade, both with respect to our 
trends as well as the Russian orbit. 

I have had the privilege of reading Mr. Smith’s presentation, which 
certainly is an intellectually stimulating document. On the other 
hand, it does not result in any definitive recommendation or conclusion 
on the subject of tax reform. 

The Department of Commerce views are more directly stated in 
terms of broad objective, but again there is no revelation of administra- 
tive position in specific form. With this statement of affairs we are 
somewhat disappointed, as I suspect the committee may be. 

It seems to me that encouragement of foreign investment as it 
relates to national security maintenance of the international com- 
merce position of the United States throughout the world, the cold 
war being waged by Russia, takes on what Senator Johnson has called 
in another connection a sense of real urgency. This sense of urgency 


should be just as applicable to legislation and implementation of a 
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program in this field, in our judgment, as it seems to underlie the 
views of the administration and many in Congress on the subject of 
foreign aid. 

Indeed, with financial pressures which this country is confronting 
it is entirely fair to conclude we feel that tax reform in this area takes 
on even greater importance. 

In brief, if we agree as to broad national policy with regard to for- 
eign investment, and there seems to be such agreement, if we agree 
that the Soviet economic offensive is serious, I suggest that we get 
going on this program. If the executive department is not prep: ared 
to move because of other tax consider ations, I earnestly recommend 
that the Congress initiate a program on its own initiative. 

We feel, further, that such action might be taken within the limits 
of the criteria laid down by Chairman Mills and his Ways and Means 
Committee in his address yesterday. 

In addition to the general problem of national security vis-a-vis 
Russia, gradual loss of the position of the United States in world com- 
mercial markets is not just conjectural; it is beginning to show up in 
the facts and our potential loss is not only to the Soviet but in a 
commercial sense to our friends throughout the world. 

Let me say a little bit more about that point. If we are completely 
frank with ourselves and with one another we should add this point, 
that in international commerce today, putting Russia aside, a very 
strong competitive race for international business is fully underway. 
This competition is between friends from the standpoint of interna- 
tional security and the standpoint of the free world. But it is com- 
petition nonetheless and it is a tough competition. 

When we reached the point of determining what the United States 
should do and should not do in the area of providing incentive for 
foreign investment we submit we should not overlook this simple fact. 
We feel, however, based on the testimony presented to you thus far 
and to some extent based on conferences with Government officials in 
recent weeks that this fact is being overlooked to some extent. We are 
strongly overstating in Government the extent to which the United 
States Government should hesitate to provide incentives to United 
States industry for foreign investment for fear of running contrary 
to our so-called international economic policy. 

I have this instinct which I recommend that the committee staff look 
into and we shall do so independently : That our friends in the West- 
ern World through various means, social security rebates, Govern- 
ment underwritten credit facilities, and so on, are way ahead of the 
United States in affording direct supports to their export trade and 
to their foreign investment programs to the extent that may put the 
United States in the position of not only having to be concerned about 
the sputnik race but also having to be concerned about the race for 
international business involving our friends as well as our enemies. 

We should bear in mind the high labor content in many American 
products, the high cost of labor in the country, and the labor cost 
trend, our insistence, and God bless it, on a constantly increasing high 
standard of living and other factors aside from qu: lity, which place 
American products at a disadvantage in most world competition. 

The purpose of this comment is not to encourage this committee 
or the Government to put undue and unjustified props under Ameri- 
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can business but merely to raise a question as to whether or not we 
are even bending over too far backward with reference to the tech- 
niques that may be employed by other countries in the Western World. 

I think in closing I would like to refer to 1 or 2 further truisms 
that have come to our attention in the field of international opera- 
tions, particularly as they apply to capital goods. 

There are certain realities of doing business in the foreign-opera- 
tions field that we need to bear in mind. In the first plac e, when 
you go into new or undeveloped markets, the extent to which an 
individual country or an individual supplier gets in on the ground 
floor is terribly important, particularly in such areas as Latin “Amer- 
ica. The issue is not simply one of losing a single sale; it is a question 
of losing a position, a starting position and a continuing position. 
And that position is not only the position of the individual supplier 
and the individual industry, it is also the position of the United 
States. So there is an element of urgency as to timing with reference 
to our attitude toward this problem of foreign investment and the 
manner in which we might accelerate it, 

I think we should also bear in mind one further point with reference 
to exports. Mr. Brown has developed, I think rather fully in the 
presentation prepared for the record and orally that we believe that 
exports and other forms of income derived in the foreign field rep- 
resent a package. He has approached that from the standpoint of 
the integrated character of doing business in the international field. 

I should like to throw out one further consideration which is con- 
sistent but not necessarily identical. That is that when we are dealing 
with questions of national policy we need to bear in mind that we 
want to continue to give appropriate attention to encouraging exports 
as well as encouraging investments abroad, that in addition to the 
fact that in most situations, internationally speaking, they represent 
an integrated whole overall, we need to bear in mind in addition 
that exports are United States made in United States plants and 
with United States components. And we think this is an additional 
and consistent reason for treating exports as a part of that total 
package. 

One final comment, Mr. Chairman. We feel that in the area of 
Government structure, as addressing itself to this problem, that some 
attention might be given to a little more simplicity, not alone in the 
tax system but also in terms of agency concerned with foreign in- 
vestment. We feel that simplification is essential. It seems that 
each time we turn our attention nationally to a different part of the 
world we create a new fund, a new coordinating agency, or a new 
study group. 

We believe this makes difficult a problem of getting on target as 
far as the Soviet economic offensive is concerned. We think it makes 
effective coordination well nigh impossible. We certainly believe it 
makes it difficult for interested industry groups to present their views 
on a coordinated basis at the proper level in Government. 

Wethank you very much, sir. 

Mr. Bogas. Thank you. 

I would simply like to note, Mr. Stewart and Mr. Brown, that 
your statement has been very responsive to the request of the sub- 
committee. 
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Mr. Stewart. Thank you, sir. 

Mr. Boces. We congratulate you both on it. 

I might say that some of us also feel that there should be some 
agency simplicity with respect to this. 

Mr. Srewarr. Thank you, sir. We appreciate the opportunity to 
participate. 

Mr. Boees. Our next witness is Mr. John C. Carrington, and Mr. 
Robert M. McArthur, tax manager, Freeport Sulphur Co. 

Mr. Carrington, we are happy to have you and Mr. McArthur here. 

Mr. Carrineton. Thank you, Mr. Chairman. 

Mr. Boees. Identify yourself, please, for the record. 


STATEMENT OF JOHN C. CARRINGTON, VICE PRESIDENT, 
FREEPORT SULPHUR CO. 


Mr. Carrtneron. My name is John C. Carrington and I am a vice 
president of Freeport Sulphur Co. I am pleased to have this oppor- 
tunity to appear before you and to contribute whatever I can to this 
most important study of United States private investment abroad. 

For my company, Freeport Sulphur Co., the principal area of 
overseas investment is and has been Cuba. We mined manganese 
there from 1932 until 1946. We designed, built, and operated the 
United States Government nickel plant at Nicaro during World 
War II, and we still supply ore for that plant, although we no longer 
operate it. Currently, we are constructing at Moa Bay, 40 miles east 
of Nicaro, entirely new facilities for the mining and treating of nickel 
and cobalt ores. 

These facilities, together with a refinery in Louisiana which will 
extract nickel and cobalt as metals from the processed Cuban ores, 
involve a total investment of $119 million—all of it private capital. 
Of this total $75 million is being invested in Cuba. 

I would like to tell you briefly about this new project because I 
believe that it affords a significant illustration of how cooperative 
encouragement by our Government and a foreign government is 
making possible a major contribution to both our own economy and 
the foreign country’s economy. I know that you will be interested 
in the great addition to the resources of the free world which this 
project is bringing about and in observing how essential it was to 
have tax incentives in order to go forward with the project. 

The facilities, when completed next summer, will have an annual 
productive capacity of 50 million pounds of nickel and 4,400,000 
pounds of cobalt. These amounts represent substantial percentages 
of the requirements of the free world for these two strategic metals. 

Nickel particularly is vital to our national defense. It is indis- 
pensable in such defense applications as guided missiles, jet planes, 
electronics, and atomic energy. For years nickel was in dangerous 
short supply. Congressional committees and Government agencies 
repeatedly recommended in the strongest terms that nickel productive 
capacity be increased. It was this grave concern over the nickel 
problem which prompted its support to the Moa Bay project. This 
support consisted of (1) a contract with General Services Ad- 
ministration under which we may tender to the Government certain 
amounts of nickel and cobalt at the market prices prevailing when 
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the agreement was made and which are still in effect, and (2) certifi- 
cates permitting accelerated tax amortization of 80 percent of the cost 
of the facilities. Without this support and that of the Cuban Govern- 
ment, the project would not have been possible. ; 

For Cuba, the project represents the largest privately financed in- 
dustrial venture in her history. About 3,000 people are now ee 
building not only the mining and ore-concentrating facilities but 
numerous satellite industries including one of the 10 Thevene sulfuric 
acid plants in the world’s largest hydrogen sulphide generator. Be- 
cause of the isolated location of the Cuban facilities, we are also build- 
ing a complete, residential area with utilities, roads, schools, churches, 
a hospital, stores, restaurants, and recreational facilities. Serving the 
whole project is an airstrip and the most modern harbor in Cuba, 
both of them built from scratch. The project will provide more than 
1,000 Cubans with permanent year-round employment, which is im- 
portant to a country heavily yf saan on a seasonal sugarcane econ- 
omy. In addition to giving Cubans the training they need to fill 
these jobs, we are providing fellowship to outstanding Cuban stu- 
dents for graduate study in the United States in fields important to 
the Cuban economy. 

For the United States, the project has already helped to furnish 
the key to a nickel supply problem which plagued this Nation for 
years, imperiled our Sates effort, and caused the deepest concern 
in both Houses of Congress. It is opening a vast, new, easily access- 
ible source of nickel and cobalt under the aegis of United States 
companies which are subject to United States ‘Jaws and which will 
refine these metals in facilities located within the United States. 
Recent press reports that Russia is buying up nickel at premium 
prices point up the strategic importance of this new source. 

It is of no small significance that this new enterprise becomes a 
large taxpayer in both the United States and Cuba. I should like 
to add parenthetically that we feel that this project is an example 
of “foreign aid” at its best—permanent, bedrock economic aid pro- 
vided with private funds. 

It should be emphasized, moreover, that the successful developments 
now in progress did not stem wholly from skilled geology, metallurgy, 
and engineering. Our project would still be on the drawing boards 
had we not had the favorable support of both the United States and 
Cuban Governments. 

I do not want to take the time of the subcommittee to dwell further 
on the Projet but in an appendix to my statement I have set forth 
some additional pertinent comments which I believe will be of interest 
to the subcommittee. I respectfully request that this appendix be 
included in the printed record of these hearings together with my 
statement. 

Mr. Boces. Without objection it will be admitted. 

(The information referred to follows :) 


APPENDIX TO STATEMENT OF JOHN C. CARRINGTON, VICE PRESIDENT, FREEPORT SUL- 
PHUR Co. 


The Moa Bay project has a long history. Freeport first began mining opera- 
tions in Cuba in 1932, and we became interested in the possibility of producing 
nickel from Cuban ores in 1939. However, more than 30 years before that 
date, a number of American steel companies had turned their attention to the 
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deposits of red clay called iron laterites which lie on the surface of the Oriente 
hills. 

Groups of engineers, both Cuban and American, roamed the north coast and 
staked claim to large areas of likely looking ore showings. One of these areas 
was the Moa group of mining concessions, which were granted by the Cuban 
Government to Cuban and American prospectors in the years 1906-09. 

At that time, these deposits were considered valuable only for their iron con- 
tent. Drilling programs by several large American companies indicated a reserve 
of nearly 5 billion tons of iron ore, 1 of the truly great ore deposits of the world. 
and a bright future for Cuban iron-ore production was predicted. This hope, 
unfortunately, was soon to he dispelled. 

Several large-scale attempts to adapt the Cuban laterites for use in the stee! 
industry failed, and by 1920 activity in the area was at a complete standstill. It 
appeared that the Cuban ores would never find their way to the world market. 

The problem centered around the fact that the Cuban laterites at that time 
were looked upon as natura! alloys, ready as mined for direct conversion to 
high-grade steel. Since these iron ores contain nickel, cobalt, and chrome, it was 
originally thought that these accessory metals, all important alloys in steel, 
would enhance the value of the Cuban ore as mined. As it turned out, however, 
the presence of these accessory metals was not an advantage but a fatal draw- 
back, for steels made from the natural Cuban ores were found to be too brittle 
for any wide use in the industry. 


FREEPORT’S NICKEL ENDEAVORS 


When Freeport, in 1939, became interested in the Cuban laterites and acquired 
some mining concessions on the north coast of Oriente, our engineers decided to 
take an entirely new look at the ores. Instead of following the traditional 
course of using the ores directly for steelmaking, which had been proven to be 
unsuccessful time and again in the past, our engineers decided on a completely 
different approach. 

Why not attempt to break the ores down and produce the contained metals, 
such as nickel, cobalt, chrome, and iron, as separate products which would have 
a ready market? This new approach presented formidable technical problems, 
because these metals are tightly bound together in the Cuban ores, and their 
separation would require new and very costly processes. 

A study of the market indicated that the advance of steel technology would 
eall for an ever-increasing demand for nickel. Consequently, it was decided that 
efforts should be concentrated on separating that metal first, since nickel ap- 
peared to have the most promising future. After long experimental work, a new 
process was developed for separating the nickel from the ores. 

It was none too soon. When the Japanese attacked Pearl Harbor, there was 
an immediate and imperative need for nickel in all kinds of armaments. The 
United States Government accordingly asked Freeport to build a plant in Cuba 
for producing nickel by its new process, so as to meet the stepped-up require- 
ments. 

The Nicaro plant was built. was a resounding technical success, and contributed 
more than 60 million pounds of badly needed nickel to the war effort. The 
plant was shut down in 1947. It was reopened after the start of the Korean 
war, and it now has an expanded capacity of approximately 50 million pounds 
of nickel per year. The plant remains in the hands of the United States 
Government, and is now managed by another company, Nickel Processing Corp.., 
a subsidiary of National Lead Co. 

In the years after the shutdown of Nicaro, Freeport continued its research on 
the Cuban laterites and conducted further exploratory drilling at the Moa de- 
posits, some 40 miles east of Nicaro. If nickel could be recovered from these 
complex ores, why not other metals, such as cobalt, or chrome, or eventually 
the iron itself? The Moa ores were particularly well suited to this new ap- 
proach, since they were higher in cobalt and iron than the average Cuban ores. 
The drilling established the existence of a very large nickel-cobalt ore body, and 
the research resulted in the development of a new process for the recovery of 
cobalt as well as nickel. 

NICKEL IN SHORT SUPPLY 


In the meantime, nickel continued to be in desperately short supply in the 
United States, and pressure was mounting in Government agencies and in Con- 
gress to do something about it. 
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Both governmental agencies and congressional committees persistently called 
for a remedy to this strategic weak point. For example, the Sixth Annual Report 
of the Joint Committee on Defense Production had this to say in January 1957: 

“Since early in the Korean conflict, the total demand of the United States for 
nickel, consisting of defense orders, the stockpile, and civilian requirements, has 
far exceeded the available supply. * * * (p. 23). 

“* * * However, the Department of Commerce and the Office of Defense Mo- 
bilization have pointed out that the long-range outlook for nickel indicates 
constantly growing requirements for both defense and civilian purposes. Im- 
portant factors which point to this higher demand include the following: sub- 
stantial increases in defense use as aircraft engines and other military weapons 
are uprated in speed and performance; greater demands for civilian industrial 
uses as nickel applications are broadened throughout the domestic economy; 
and the accelerated growth in population and the high level of business activity 
generally. Forecasts by industry and the Department of Commerce indicate 
total nondefense requirements of up to 260 million pounds by 1960” (p. 31). 

“In view of the critical shortage of nickel which currently exists, and the 
anticipated shortage which is forecast for many months ahead, your committee 
urges that the responsible Government agencies make a determined effort to 
increase the nickel supply as has been recommended by your committee repeat- 
edly” (p. 37). 

The Office of Defense Mobilization in late 1952 had increased the nickel- 
expansion goal by 116 million pounds to a total of 380 million pounds annually. 
In May of 1956, the goal was again revised upward to 440 million pounds per 
year by 1961—an increase of 140 million pounds above the 1956 supply. 

The Defense Production Act of 1950, as amended, had specifically authorized 
the President (1) to purchase metals for Government use or resale, and (2) to 
encourage the exploration, development, and mining of critical and strategic 
metals. In addition, the Internal Revenue Code specifically provided for the 
use of rapid amortization to encourage industrial expansion for defense needs. 
Implementing these congressional actions, the Oftice of Defense Mobilization pro- 
ceeded to make use of purchase agreements and rapid amortization to encourage 
the expansion of nickel capacity as it had done in the case of many other stra- 
tegic materials. 

The reasons for the great concern over the nickel supply are succinctly stated 
in the 11th report of Senator Lyndon Johnson’s Preparedness Subcommittee : 

“In our preparedness program,” this report of May 1957 states, “nickel is 
a strategic and critical material of the very highest importance. This is so 
for the reason that, when combined with other metals, nickel imparts unique 
qualities of toughness, strength, durability, and resistance to heat and cor- 
rosion. For this purpose it is contained in varying quantities in a wide range 
of alloys, many of which are indispensable to the jet aircraft, guided missile, 
and atomic energy phases of the preparedness program. In many of these 
alloys there is no satisfactory substitute for nickel available in sufficient quan- 
tities. And, as the speed of aircraft and missiles increases, the defense require- 
ment of nickel will increase at an even greater rate. 

“At the same time, nickel has become a material of strategic importance 
to our civilian industrial economy, where it is being consumed in increasing 
quantities. The growing civilian demand is the result of a continually ex- 
panding economy, as well as the application of nickel in new alloys and other 
uses where the superior qualities offered by nickel are desirable and in some 
instances essential” (p. 2). 


THE MOA BAY PROJECT 


For this problem of strategic necessity and short supply, the Moa ore bodies 
and process offered an ideal solution. One vital obstacle, however, stood in 
the way of a commercial project. This obstacle was the raising of the $119 
million needed to finance the project. 

In sum, we did not have $119 million. Freeport is not among the industrial 
giants. In fact, it is not among the largest 500 corporations in this country. 
The book value of our total assets on December 31, 1956, when we were en- 
deavoring to get our project underway, amounted to less than $90 million. 

The possibility of obtaining the large sum required was seriously hampered 
by the fact that the nickel industry has been completely dominated by one 
company—International Nickel Company of Canada (INCO). With control 
of the price of nickel resting in the hands of INCO, we could not hope to 
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obtain in any manner the funds required without having an assured outlet for 
our products. 

The only possible source of such an assured market was the United States 
Government, which had already evidenced its strong interest in stimulating 
and supporting projects of this kind by making nickel purchase contracts, 
including contracts at premium prices. General Services Administration in. 
March 1957 signed a purchase contract with our subsidiary, Cuban American 
Nickel Co., which has since been renamed the Freeport Nickel Co. In so doing, 
the Government, as we have seen, was responding to the recommendations of 
numerous congressional committees which had pointed out the urgent need for 
an expansion of nickel productive capacity. 

The market afforded by a Government purchase contract, however, could 
not extend beyond June 30, 1965, because the Government had no authority 
under the Defense Production Act to make commitments extending beyond 
that date. The banks were willing to lend $75 million but only provided there 
were reasonable assurances that the loans could be repaid within the period 
of the Government contract. It was necessary, then, to find a way for the 
project to generate enough cash to repay the loans by June 30, 1965. 

There was no way in which this amount of cash could be provided within 
the allotted time, even with a purchase contract, unless a portion of the income 
taxes was deferred through the issuance by the Government of certificates 
permitting rapid amortization and unless the special tax status accorded new 
industries under Cuban law was granted by the Cuban Government. Accord- 
ingly, these forms of cooperation ultimately were also granted to the project. 

Under the contract, the Government agrees to buy nickel and cobalt tendered 
to it during the early years of production, paying the market prices prevailing 
at the time the contract was made. In addition, the Government has a call 
on 30 percent of the nickel production up to June 30, 1965. 

With this new production on the horizon—50 million pounds of nickel plus 
4,400,000 pounds of cobalt annually—the gap between what ODM wanted and 
what ODM had was filled. Less than 4 months after the Moa Bay contract was 
signed, ODM’s expansion goal for nickel was closed. 


IMPORTANCE OF COBALT 


In creating a major new Western Hemisphere source of cobalt, as well as 
nickel, our project will be of great strategic importance to the Nation. Cobalt 
has significant applications in rockets and guided missiles, as well as extensive 
use in jet engine parts and electronic equipment; its many significant applica- 
tions for civilian industry include use in radio and television equipment. 

The world cobalt industry has long been dominated by one producer. That 
company, Union Miniere du Haut-Katanga, has its ore supply in Africa and its 
refinery facilities in Europe and Africa. The President’s Materials Policy Com- 
mission (Paley Commission), in its 1952 report, Resources for Freedom, pointed 
out that as much as 85 percent of the world’s cobalt was produced in the Belgian 
Congo of Africa (vol. II, p. 28). During World’ War II when the Germans over- 
ran the facilities in Belgium for refining the African ore concentrates, the 
United States was cut off from this source. The Nation was forced to build a 
refinery within our borders, but even so we were still dependent upon Africa for 
ore. Although there have been several new production operations for cobalt 
developed in the United States during the past few years, we still are largely 
dependent upon distant foregn sources of cobalt ore, primarily in Africa. More- 
over, last year Union Miniere closed down its refining operations in the United 
States and now supplies us with cobalt refined in Europe and Africa. This 
change again puts us in the position where we are in large measure dependent 
upon a distant foreign source for refining capacity as well as ore. We should 
not overlook the fact that even during the recent slowdown of our economy do- 
mestic production of cobalt was inadequate for our needs, and we would be faced 
with a severe shortage if the Nation had to rely on domestic production alone. 


CONTRACT WITH GOVERNMENT 


The contract which made the project possible does not involve any Government 
loan or advance; the entire undertaking is being privately financed. It is inter- 
esting to note, moreover, that the contract has not cost the Government anything 
and may never cost the Government anything. GSA itself, in a report of June 
80, 1958, prepared for Congress on behalf of the Office of Defense Mobilization, 
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said it anticipates no probable ultimate net cost to the Government from the 
contract. The Government is obligated to buy nickel and cobalt only if the 
metals are tendered to it and only within certain limitations as to time and 
amount. 

However, that obligation may never need to be fulfilled. Several steel and 
automobile companies, which shared the views of Congress on the need for new 
nickel capacity, assisted in the financing of the project by lending $25,250,000 on 
condition that they have certain rights to purchase part of the nickel output. 
(Freeport supplied the remaining $19 million required for the project in addition 
to these loans and the bank loans.) These major industrial nickel consumers 
also undertook commitments to purchase part of the nickel output under eertain 
conditions, and it is quite possible that the entire output of nickel may be sold 
to private industry. 

Even if the Government does have to purchase some portion of the nickel or 
cobalt, it will pay only the market price which existed when the contract was 
signed and which still exists—that is, 74 cents per pound for nickel and $2 per 
pound for cobalt. There is no premium price, as in other contracts, and no 
provision for escalation. 


BENEFITS TO UNITED STATES AND CUBA 


Thus, the assistance granted by the United States and Cuban Governments is. 
making possible the creation of a major new enterprise with private funds, and 
the Nation will obtain large additional supplies of two vital defense materials. 

Both our economy and the Cuban economy will derive great benefits. Large 
numbers of people are presently employed on the construction of the Louisiana 
refinery, and permanent employment will be provided there for approximately 
600 persons. Moreover, there will be substantial business generated and many 
jobs created by the continuing operating needs of the refinery for millions of 
dollars worth of materials and supplies annually. 

The construction job in Cuba currently employs some 3,000 people. They 
are building not only the mining and ore-concentrating facilities, but numerous 
satellite industries which will serve the ore concentration plan. These include 
1 of the 10 largest sulfuric acid plants in the world, and the world’s largest 
hydrogen sulfide generator. In addition, there are steel-fabricating shops, a 
concrete plant, shops for the manufacture of tile and cinder block, a powerplant, 
and a highly specialized operation by which we rubber-line pipes to carry 
corrosive liquids. 

Isolated as we are, we are also obliged to build a complete town with all 
utilities, a road system, schools, churches, a hospital, stores, restaurants, and 
recreational facilities. Serving the whole project is an airstrip and the most 
modern harbor in Cuba—both of them, of course, bult from scratch. 

The undertaking will provide substantial amounts of taxes, purchases, and 
payrolls for Cuba. But, more significantly, the project should substantially raise 
living standards in Oriente Province by providing more than 1,000 permanent 
year-round jobs. As with the current construction payroll, all these jobs, 
except for a very few, will go to Cubans. This increase in employment should 
provide a real economic lift in a country where so many of the people are 
necessarily dependent on seasonal work in the sugarcane fields. 

We plan to begin production next summer. When this plant achieves full 
production, its output of 50 million pounds of nickel per year, together with an 
equivalent amount of production from Nicaro, will place Cuba in the undisputed 
position of the second-largest source of nickel in the world. The output of 
4,400,000 pounds of cobalt will make Cuba the leading source of cobalt in the 
Western Hemisphere and the second largest in the free world. 

This great development of Cuba from a position of a nonproducer of these 
vital metals to a position of world prominence has taken place in less than 
20 years, and may be considered the greatest single step forward in the develop- 
ment of the Cuban economy during this period. My company is proud to have 
been able to play a part in this progress. Although the technical problems that 
have had to be solved have been difficult, and although the challenge of foreign 
competition must be faced, we share the optimism of our Cuban friends that 
Cuba has a great future in the mining industry. The advances of the past 20 
years have been outstanding; the Cuban mineral industry now stands second 
only to the sugar industry in the dollar value of exports. 

There is every reason to hope that this growth of the mineral industry will 
continue over the years to come. The success of projects such as Moa is bound 











272 PRIVATE FOREIGN INVESTMENT 


to pave the way for new mining projects. Furthermore, reverting to 1a statement 
I have made earlier, there still remain in the Cuban laterites—after removal 
of the nickel and cobalt—valuable residues of iron and chrome. Continued 
research along these lines—my company for one continues its investigations on 
the extraction of these 2 additional metals—should someday result in the suc- 
cessful production of 4, not 2, metals from Cuba’s laterites. 

We confidentially expect our project to be a healthy, profitable enterprise, 
assuming its place in our own and the Cuban economies as a major producer, a 
large consumer and employer, and a substantial taxpayer. A happy amalgam of 
private financing and initiative with tax benefits and other Government assist- 
ance is making this undertaking possible. We believe that the adoption of 
sound tax policies will encourage increased foreign investments with resultant 
benefits both to our own economy and the economies of foreign countries. 


Mr. Carrineton. We believe that our experience may afford helpful 
guides for future tax policy designed to encourage private investment 
which will benefit both our own and foreign economies and strengthen 
the free world. Mr. Robert M. McArthur, Jr., the tax manager of 
Freeport Sulphur Co., is with me today and will explain how essen- 
tial it is for us to obtain tax incentives in order to go ahead with this 
»roject. He will also discuss certain aspects of tax policy which we 

lieve wil be of interest to the subcommittee. 

Mr. Boees. Thank you very much, Mr. Carrington. 

Mr. McArthur, we will be pleased to hear from you, sir. 


STATEMENT OF ROBERT M. McARTHUR, TAX MANAGER, FREEPORT 
SULPHUR C0. 


Mr. McArruvr. Mr. Chairman and members of the subcommittee, 
I add my thanks to those expressed by Mr. Carrington for the op- 
portunity to appear before you today and to discuss problems of in- 
vestment abroad, particularly as they pertain to our Cran operations. 
My remarks will be addressed primarily to questions of taxation, 
which we know from our experience to be of critical importance. In- 
deed, the entire structure of our corporate organization for our new 
Cuban nickel and cobalt venture described by Mr. Carrington was, 
in the final analysis, dictated by tax considerations. 

Our problem has been that of a medium-sized United States cor- 
poration desiring, through private financing, to make a major invest- 
ment in a foreign country —Cuba. Early in our efforts we found that, 
in order to arrange the required financing, we would have to demon- 
strate that the new Cuban project could generate sufficient cash to 
permit full repayment of the necessary bank loans within a period of 
a relatively few years. We further found that because of the inter- 
action of the United States and Cuban tax laws, it would not be pos- 
sible to generate such an amount of cash unless: 

(1) We obtained the benefit of income and other tax exemp- 
tions offered by Cuba to new industries; 

(2) We operated in Cuba through a United States corpora- 
tion; and 

(3) We found some way of preventing the Cuban tax benefits 
from being absorbed by the United States Treasury. 

Ultimately, we were able to effect a reasonably satisfactory, al- 
though somewhat inefficient, solution to our problem by a limited 
Cuban income-tax exemption, offered to new interests and by securing 
necessary certificates over a 60-month period. 
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The combination of partial Cuban tax exemption and United States 
accelerated amortization permits a rough “meshing” of the two tax 
systems and defers taxes from early years, when cash is needed for 
loan repayment, to later years when the loans will have been repaid. 

Unfortunately, because the tax laws relating to the accelerated 
amortization program have been changed, fewer and fewer taxpayers 
confronted with problems similar to ours will be able to find even the 
imperfect solution that we were able to work out. Indeed, had the 
present limited provisions relating to accelerated amortization been 
in effect when we were trying to get the Moa Bay pragect financed, 
it is very doubtful that we could have proceeded with it at all. Asa 
company opening up new vistas in Cuba, we are very much interested 
in helping that country to attract additional private United States 
investment which can be so beneficial to its economy, and to that of 
the United States. 

Our experiences to date in Cuba lead us to urge that an important 
contribution to the encouragement of investment, by United States 
companies abroad can be made by adjusting our law to recognize the 
laws of other countries which are designed to attract new investment. 
Although this change could perhaps be accomplished by amendment of 
the Internal Revenue Code, we think it can more effectively—and 
economically—be achieved through the signing of tax treaties con- 
taining “tax sparing” provisions tailormade to fit the varying statutes 
of different countries. 

Under present United States tax law, a United States corporation 
which operates abroad may offset, as a credit against its United States 
income-tax liability, the income taxes (and certain taxes in lieu of 
income taxes) which it pays to a foreign country. Under this system 
credit is given only for income taxes actually paid to a foreign country 
Accordingly, where income taxes are waived by a foreign country, 
no foreign tax credit is allowable against United States income taxes 
since there is no actual payment of foreign taxes. Thus, although 
foreign income taxes are forgiver, the United States taxpayer receives 
no benefit because he must turn over to the United States Treasury 
the taxes he is relieved of paying to the foreign country. This result 
frustrates the effectiveness of income-tax exemptions offered as induce- 
ments by foreign countries to new industries operated through United 
States corporations and produces an advantage in favor of United 
States-owned foreign corporations not tied into our tax credit system. 

To relieve this situation, Secretary of the Treasury Humphrey pro- 
posed in November 1954 that through appropriate treaty provisions 
a credit against United States tax liability be allowed for income 
taxes “spared” by a foreign country. This proposal was endorsed 
by President Eisenhower in several economic reports and budget 
messages to Congress. On July 1, the Secretary of State signed a tax 
convention with officials of Pakistan which incorporated, for the first 
time, a tax-sparing provision. In hearings on this convention before 
the Senate Foreign Relations Committee the tax-sparing principle 
was strongly supported by representatives of the Treasury and State 
Departments and of industry. However, while the convention was 
before the Senate committee, the Pakistani tax-exemption statute ex- 
pired. Thus, tax sparing was dropped from the treaty without being 
passed upon. 
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It is regrettable, we think, that the tax-sparing principle was not 
ietuataead in more appropriate circumstances than those afforded 
under the Pakistan Convention. Because of the very limited nature 
of the Pakistani tax-exemption law, which for all practical purposes 
was rendered ineffectual by provisions relating to depreciation, it had 
to be conceded that the tax-sparing provision actually was of little 
practical value either to Pakistan or to the United States corporations 
operating there. Indeed, in discussions of this tax-sparing provision 
much of the argument involved speculation concerning the effect such 
a provision might have in other cases not actually then in existence. 

Our experiences in Cuba, we believe, go far to furnish concrete 

roof that tax sparing can be a very effective device for helping our 
world neighbors to attract new investments by United States 
corporations. As an inducement to the investment of new capital 
Cuba offers to new industries a limited exemption from a variety of 
taxes, including income tax. In our case we estimate that the exemp- 
tion will afford tax benefits for only 7 years and that even with the 
exemption we will be one of the largest income-tax payers in Cuba. 
Nevertheless, as we have already indicated, receipt of even the limited 
exemption provided to be an indispensable requirement for our going 
ahead with the largest private investment yet made in Cuba. Our 
project would not be eligible for pineal amortization under the 
present United States law. Hence, if we were considering embarking 
on the project today, we could do so only if tax sparing applied so that 
we could retain the benefit of the Cuban income-tax exemptions. 

As for the attitude of the Cuban Government itself, we understand 
that in the tax treaty negotiations which have been going on inter- 
mittently for several years between representatives of the Cuban and 
United States Treasuries, the Cuban negotiators have stressed the 
importance of a tax-sparing provision to Cuba. It is encouraging to 
note that our own Government is prepared to include the tax-sparing 
principle in treaties, as evidenced by statements before this subcom- 
mittee by Under Secretary of State C. Douglas Dillon and by Dan 
Throop Smith, Deputy to the Secretary of the Treasury. 

Our experiences in Cuba have clarified various questions concerning 
the tax-sparing principle. It has been feared by some that the initia- 
tion of a tax-sparing system would encourage foreign countries to 
increase their tax rates, and then give large tax exemptions at the 
expense of the United States Treasury. There is little ground for 
these fears, however, because in most countries, as in Cuba, taxpayers 
without exemptions greatly exceed those with exemptions. Thus, a 
tax increase would affect nearly all taxpayers and hence would be 
strenuously resisted. Very few administrations, indeed, would be 
willing to penalize most of their domestic corporate taxpayers in order 
to benefit a relatively few exempt foreign taxpayers. 

Moreover, in the treaty negotiating process careful scrutiny is given 
by United States Treasury representatives to the foreign tax laws 
involved. For example, in the case of the Cuban treaty negotiations, 
the United States Treasury has undertaken to secure information con- 
cerning each of the Cuban exemption statutes and the applications 
and grants made thereunder. Since the exemptions to be recognized 
for treaty purposes are chosen on a selective basis depending on the 
negotiations, not all exemption statutes need be recognized for tax- 
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sparing purposes. Thus, should there be any indication of capricious 
tax legislation, the tax-sparing status of an exemption may be with- 
held. The future effect of a tax-sparing provision may be controlled 
by requiring a treaty amendment badore a new exemption statute or a 
revision is recognized. 
It is intimated in some quarters that use of the tax-sparing rin- 
’ 


ciple would foster the allowance of credit for “phantom” or “ghost” 


taxes. Under a system such as that which exists in Cuba, however, 
this suggestion is without merit. The recipient of a tax exemption 
in Cuba is required to file 2 sets of tax returns—1 showing his income- 
tax computations without the tax exemption and 1 showing his in- 
come-tax exemption is made a matter of official record. 

It has also been argued that a taxpayer might overstate the amount 
of foreign taxes from which he is exempt in order to increase his 
United States tax credit. This contention ignores the fact that a tax- 
payer must guard against taking a position under the foreign tax 
Jaw during a short period of tax exemption which might te de- 
trimental in the longer postexemption period. Furthermore, as al- 
ready indicated with respect to the Cuban law, in many cases the 
exemption secured by the taxpayer is a partial, not a complete, exemp- 
tion. The result is that the taxpayer with an exemption is careful 
not to permit an overstatement of the Cuban taxes from which he is 
— since such an overstatement will mean money out of his 
pocket. 

In any consideration of methods to encourage private investment 
abroad, we think it should be a fundamental objective that United 
States corporations be able to operate on an equal basis with for- 
eign corporations, whether owned by United States or foreign in- 
terests. Under present law, without a tax-sparing provision, a United 
States corporation operating in Cuba and securing an income-tax 
exemption there is at a tax disadvantage in relation to its Cuban 
corporate competitor having a similar tax exemption. While a meas- 
ure of equality might be secured if a Cuban or other foreign sub- 
sidiary (organized, perhaps, in a so-called tax haven) were established 
by a United States corporation, the equality thus gained would exist 
only until earnings were repatriated to the United States. This fact 
introduces an element of Pcaeaal in favor of the large com- 
pany which can keep its money abroad indefinitely because the smaller 
company, investing perhaps in only 1 or 2 foreign countries and bor- 
rowing heavily to do so, very likely will have to repatriate its earn- 
ings fairly promptly. It appears to us undesirable that United 
States tax law should force United States business into foreign cor- 
porate vehicles or that it should discriminate against smaller business. 

In summary, we recommend tax sparing as an effective aid to the 
encouragement of investment abroad by United States corporations. 
We believe that this step would be enthusiastically welcomed by our 
free world friends who have long been awaiting the removal from our 
law of an obstacle which impedes their attempts to attract. our capital. 
We hope that this subcommittee will lend its support to the tax-sparing 
principle in the interest of stimulating private United States invest- 
ment abroad. 

Thank you, sir. 

Mr. Boaes.. What would be your feeling about an American base 
corporation to permit deferral of taxes, rather than tax sparing? 
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Mr. McArtruur. Mr. Chairman, as one of our witnesses has indicated 
previously, when you go into a foreign country you must spend a good 
deal of time constructing your organization to fit the peculiarities of 
the situation with which you are confronted. We had problems in 
Cuba, for example, which required about 2 years for solution. We had 
to evolve a particular type of structure to accommodate our affairs to 
Cuban tax laws and other laws and the result is that the deferral 
scheme that you refer to would not be satisfactory at all to people in 
our condition as a tax-sparing provision might be simply because we 
need to repatriate earnings to pay off loans and the usual, at least 
many of the proposals in the deferral area would make that a tax- 
able event. Furthermore, it is very likely, I think, that a deferral 
scheme as a matter of general legislation would lose some of the 
maneuverability and selectivity that the tax treaty process affords. 
In our case, for example, treaty accommodations can accommodate 
themselves to the particular types of statutes which exist in Cuba and 
they are rather different from ours. And the revenue effect in the long 
run would undoubtedly, I think, be a good deal less. So that we 
think that the tax-sparing solution is a better engineered answer to 
the problems that confronted the investors, such as ours. 

Mr. Boces. Thank you, very much. 

Any questions / 

Thank you, Mr. Carrington and Mr. McArthur. 

Mr. McArruer. Thank you. 

Mr. Bocas. Our last witness this morning will be Mr. Paul Seghers, 
representing the international section, New York Board of Trade, and 
the Federal Tax Forum, Inc. 

Mr. Seghers, you may proceed. 


STATEMENT OF PAUL D. SEGHERS, CHAIRMAN, INTERNATIONAL 
SECTION, NEW YORK BOARD OF TRADE, INC., AND PRESIDENT, 
FEDERAL TAX FORUM, INC. 


Mr. Sreners. My name is Paul D. Seghers, of the law firm of 
Seghers, Reinhart & McCall, of New York City, appearing today in 
the dual capacity of chairman of the international section of the New 
York Board of Trade, Inc., and president of the Federal Tax Forum, 
Inc., of New York City. Not present, but joining in this statement, 
are Joseph S. Cardinale, chairman of the international section’s legal 
and tax committee, and Martin M. Lore, chairman of the Federal tax 
legislation committee of the forum. 

I might mention that you will notice that the word “investment” 
is nowhere used in this statement. We are talking about business op- 
erations abroad. It is no more necessary to mention investments in 
this connection than payrolls or buying merchandise or buying 
supplies. 

We heartily concur in the published views of the chairman of this 
Foreign Trade Policy Subcommittee as to the vital role of trade and 
business activities of our people abroad in achieving certain of our 
national goals. One of these goals undoubtedly is closer and stronger 
ties of friendship between our country and our neighbors in a fast- 
shrinking world. 

We believe that more can be accomplished in this direction by 
encouraging mutually advantageous commercial relations in an atmos- 








PRIVATE FOREIGN INVESTMENT 277 


phere of free enterprise, than by any other means. In view of the 
extremely high United States tax rates and double taxation of all 
corporate profits, there is no more effective incentive to United States 
business to operate abroad than the lightening of the burden of 
United States taxes on income earned outside the United States. 

. This encouragement is sorely needed by United States taxpayers 
earning income abroad, to counteract the discriminatory handicap 
under which they labor in competition with business enterprises owned 
by citizens of other countries which do not tax, or tax at greatly 
reduced rates, income earned outside their borders. 

The most effective way to encourage increased United States pro- 
ductive and distribution business operations abroad of United States 
corporations is for the United States not to tax the income from such 
operations. This would cost the United States Treasury little loss 
in actual tax revenue—I understand it is now estimated at $145 mil- 
lion, and I think it would actually be less, because not all forei 
source income would, under our proposed change, be exempt, only 
foreign source business income of. United States corporations—as a 
larger and larger proportion of the United States tax computed each 
year on such income represents no revenue to the Treasury, being 
absorbed by the foreign tax credit instituted by Congress as a means 
of eliminating what would otherwise be ruinous double (or actually 
triple) taxation. The longer Congress postpones making the basic 
change we propose, the greater will be the amount of foreign taxes 
Jevied on United States businesses operating abroad and the greater 
our Treasury’s overall loss of tax revenue. 

Whatever increases productive and distribution activities of United 
States business in other countries, tremendously benefits their econ- 
omies, raising their standards of living, increasing their purchasing 
power, and creating foreign exchange enabling them to purchase more 
of the products which United States industry must sell abroad to 
maintain full domestic employment. It also increases the demand 
in such countries for United States technical know-how, trained per- 
sonnel, and modern equipment. Such an interchange of benefits 
strengthens the bonds of mutual self-interest which constitute the most 
lasting basis of genuine friendship and cooperation between our coun- 
try and its neighbors. 

Surely, the benefits thus obtained would fully justify the relatively 
small loss in revenue to the United States Treasury, less than $150 
million annually, which this change would entail. 1 might add there 
that that would be a direct loss, but I think that much of that loss 
would be made up indirectly by increased income subject to United 
States income tax. By limiting this tax incentive to United States 
corporations, our Treasury would still collect at least one income tax, 
at high surtax rates, when profits earned abroad are brought home and 
distributed as dividends. 

The method we propose would remove the discriminatory tax burden 
to which United States business is subjected in conducting operations 
in other countries. We do not refer to unfair taxation of United 
States business by other countries—we refer to the competitive handi- 
cap imposed by our Government in taxing our own people on income 
earned by them outside our own borders, where they must compete with 
nationals of other countries who are allowed by shalt governments to 
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operate abroad free, or partly free, of tax on such income until it is 
brought home and distributed. This competitive handicap on our 
people is not the only difficulty to be overcome by them in operating 
in other countries—there are many others. Removal of this United 
States tax handicap would, however, afford encouragement to United 
States business to operate and to expand operations abroad, thereby: 
furthering one of the vital objectives of our national policy. 

I completely disagree with the statement made by Mr. Wender to 
this subcommittee the other day that a reduction in taxes on foreign 
business income would not prove an incentive to foreign business. 
The witness just before me has testified from actual experience and 
I know as a fact that that is not the opinion of even those who may 
have given this answer to the first loaded questionnaire sent out on 
that subject. 

United States business operating in other countries brings to them 
our technical know-how and management skills, as well as modern, 
efficient productive equipment and at least a ey of United 
States-trained personnel. This profits the economies of both coun- 
tries. The countries in which the operations are conducted get needed 
products and services; stimulation of trade and of related and second- 
ary industries; and resulting higher standards of living. Our country 
benefits, materially, not only from the profits ultimately brought home 
and taxed, and the sales of equipment, materials, and goods of all kinds, 
but also through increased purchasing power in the countries in which 
such operations raise standards of living and result in improved for- 
eign exchange position. 

However, our statement is not intended to elaborate on the benefits 
which flow from expanded commercial relations between our country 
and the other countries of the free world. These benefits are so 
obvious as to require little discussion, and are, in fact, quite generally 
recognized and nar a What this statement seeks to accom- 
plish is to make clear the way in which United States business can be 
encouraged to increase operations abroad through the removal or 
lightening of the burden of United States tax on income earned from 
such operations. 

How can these results best be obtained? We restate our recom- 
mendation: No United States tax on business income of United States 
corporations earned outside the United States. 

uch income is taxable in the country in which earned and, even 
after the change we recommend, our Government would still tax such 
income at high surtax rates when distributed to the individual stock- 
holders of such United States corporations. 

Exactly the same recommendation was made in the final declaration 
of the 45th National Foreign Trade Convention, November 19, last 
month, in the following language: 

* * * tax equality for United States private enterprises operating abroad can 
be achieved only if our Government recognizes that tax liability for foreign source 
income should be measured by the effective tax burdens imposed by the foreign 
government, and if our Government imposes no further burden. 

That is just another way of stating our basic recommendation. 

Our recommendation could be adopted very simply, by providing 
for the exclusion, from taxable income of United States corporations, 
of all “business income from sources without the United States.” 
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This quoted phrase has long been a part of our income-tax law, and 
its use for this purpose would present no novel problems. 

This change would at once eliminate the need for all the existing 
complex foreign tax credit provisions of our Internal Revenue Code 
with respect to business income of United States corporations earned 
abroad. We are convinced that it would be far less costly, in propor- 
tion to its value to the economies of the United States and the coun- 
tries with whom we deal, than any form of direct foreign aid. 

That is aside from the resentment caused by our seeking to reach 
into every foreign country and levy a tax on operations which they 
consider within their sole jurisdiction. 

We likewise believe that the resulting temporary direct loss of tax 
revenue to the United States See would be relatively low, because 
the Treasury, year after year, actually collects a smaller and smaller 
proportion of the total United States tax computed on income from 
foreign sources. This is due to the fact that foreign countries are con- 
stantly increasing their own income-tax rates, to the point where the 
credit allowed to United States taxpayers with respect to such foreign 
tax absorbs and eliminates, to a greater and greater extent, any reve- 
nue to the United States Treasury from tax on such income. 

We are not in a position to furnish statistics on this very signifi- 
cant point—that is, the percentage of United States income tax, other- 
wise payable with respect to foreign-source income of United States 
corporations, not collected by the United States Treasury in each of 
the past 5 years by reason of the foreign tax credit, but we believe that 
the percentage of such tax actually collected by the Treasury has be- 
come less year by year. Your committee undoubtedly will, or already 
has, studied these statistics, available from the United States Treas- 
ury, as they are essential to reach a conclusion as to the desirability 
and tax cost of adopting our basic recommendation—the complete 
elimination of United States tax on business income of United States 
corporations earned abroad. 

The basic change in our tax system we recommend would cure the 
present unhealthy situation in which foreign governments are now 
encouraged to increase their own income-tax rates, knowing that the 
United States Treasury, and not United States-owned businesses 
operating in such countries, will, under the present United States 
tax system, bear the ultimate burden of any such increased taxes 
levied: by them on the income of any such United States-owned 
businesses. 

I might add it would not only cure the situation, but perhaps might 
reverse the trend. 

With the correction of this condition, the governments of underde- 
veloped countries would have both the possibility and a greater in- 
dlucement to offer tax incentives of genuine, long-range benefit to 
United States business undertaking industrial development or car- 
rying on other business operations in such countries. The longer 
Congress postpones making the basic change we propose, the greater 
will be the amount of foreign taxes levied on United States taxpayers 
operating abroad and the greater the overall loss of tax revenue by the 
Treasury. 

Finally, we believe that there are few who would disagree with our 
conclusion that any measure which increases the volume of activities 
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and income of United States-owned businesses abroad, will produce 
increased tax revenue for the United States Treasury by increasing 
the volume of related United States business and profits. 

Our fundamental recommendation—elimination of United States 
tax on income of United States corporations from business outside the 
United States—has heretofore been presented in statements submitted 
by the Federal Tax Forum to the Committee on Ways and Means in 
September 1953, March 1954, and January 1958, and to the Senate 
Finance Committee in April 1954. 

There has been much discussion of legislation to provide for a new 
form of United States “foreign business corporation,” comparable to 
the former “4-k” Canadian corporation—the present Canadian “for- 
eign business corporation”—and United Kingdom “overseas trade cor- 
poration.” Such legislation might be desirable, for tax administrative 
reasons, but the result would, or at least should, be the same as under 
our basic recomméndation: No United States tax on business income 
of United States corporations earned abroad, until such income is 
distributed to the individual stockholders. For Congress to attempt 
to afford, by means of such “foreign business corporations,” the de- 
sired tax incentive to United States business operating abroad, and yet 
to collect United States tax on the income of such corporations be- 
fore it is distributed to the individual stockholders, would result n 
endless complexities—with inevitable concurrent attempts to post- 
pone the tax—and greatly decrease the effectiveness of the method as a 
means of encouraging United States business activities abroad. 





ALTERNATIVE RECOMMENDATIONS 


All those concerned with our national welfare are agreed on the 
value and desirability of improving and strengthening friendly rela- 
tions with other countries by encouraging United States business to 
increase its activities abroad in commerce and industry—all hope that 
no difference of opinion as to the means of attaining it will again 
prevent Congress taking any steps toward its accomplishment. We 
believe the method we have proposed to be the simplest, most eco- 
nomical and most effective method of accomplishing that objective. 
However, the following would be better than nothing. 

The 14-point tax reduction presently afforded United States cor- 
porations under the western trade corporation provisions of the In- 
ternal Revenue Code might be extended to income from worldwide 
activities, including in the definition of such income, royalties, tech- 
nical assistance compensation, dividends and other payments to United 
States corporations by foreign subsidiaries out of income derived 
by them from activities abroad. 

While this would leave in effect the present system of United States 
taxation of income from foreign sources, with its complicated foreign 
tax credit provisions, it might be considered by some to be more de- 
sirable because of a widespread feeling that the loss of tax revenue 
to the United States Treasury might be less as a result of extension 
of the Western Hemisphere method than under our basic recommen- 
dation, and at the same time, it would afford some incentive to in- 
creased worldwide activities of United States business. 
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Another alternative method which would be helpful in accomplish- 
ing the desired objective would be to extend the 85 percent dividends 
received credit to include dividends received from foreign subsidi- 
aries, to the extent paid out of income from foreign business opera- 
tions of such subsidiaries, or subsidiaries of such subsidiaries. This 
method would likewise leave all such dividend income—earned 
abroad—subject to at least one United States income tax, when dis- 
tributed to individual stockholders or foreign corporations, in addi- 
tion to the immediate taxation of at least 15 percent of such dividends. 

Still another alternative method would be to defer United States 
income tax on income earned abroad, to the extent that such income 
is and remains employed abroad in the form of working assets. This 
would serve as an incentive to operations and to employment of cap- 
ital abroad, yet tax such income when brought home. 

In connection with any of the foregoing alternatives to our basic 
recommendation, we strongly urge the adoption, preferably by stat- 
ute, of the principle of allowing credit against United States income 
taxes for foreign taxes forgiven by foreign countries as an incentive 
to industrial development therein, which principle, prior to its elim- 
ination by the United States Senate, was reflected in the tax conven- 
tion between the United States and Pakistan. 

Whether or not our basic recommendation is adopted, we believe 
that the amendments of Internal Revenue Code sections 367 and 1492, 
as proposed in H. R. 12368, introduced by your chairman in the 85th 
Congress, are urgently needed and should be enacted. 

The reasons why these amendments are needed to correct unintended 
discriminatory treatment of certain United States taxpayers engaged 
in business operations abroad, as compared with other such taxpayers, 
have been clearly stated by the chairman of your subcommittee in his 
November 19 address before the tax session of the 45th National For- 
eign Trade Convention, We heartily endorse these views and the pro- 
,0sed amendments, which we understand will be reintroduced by 

Yongressman Boggs in the coming 86th Congress. We must stress, 
however, that this is only a bailout and not an incentive to new business 
activities abroad. This has been clearly brought out in the statement 
by Mr. Baker this morning. This is stressed because, in your seeking 
to give incentive to new business, it must not be felt that a bailout will 
afford encouragement to new business to any great extent. It is de- 
sirable and equitable, but something more is needed for encourage- 
ment of new business and new activities, because they don’t need the 
bailout. 

We also recommend that, if a distinction is to be drawn between 
“business income”—or “income from the active conduct of a trade or 
business”—and other income “from sources without the United 
States,” that the definition of such “business income” include income in 
the form of royalties, interest, and dividends, where paid to a United 
States corporation out of profits earned abroad by a subsidiary or sub- 
subsidiary of such corporation. This is essential, in order to avoid 
exalting form over substance by making United States taxation of 
income from operations outside the United States depend upon the 
forms of corporate organization rather than the substance of the 
operations actually creating such income. 


33415—58——19 
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We have stated that the determination of what is “income from 
sources without the United States” presents no new or novel problems. 
This is literally true—this phrase or its equivalent has been a part 
of our income-tax law for much longer than a quarter of a century, 
and so many problems have arisen in its interpretation and adminis- 
tration, that it can hardly be said to present problems which involve 
any new or novel principles. However, difficult, and often baffling, 
problems still arise when it becomes necessary to apply these principles 
in an effort to determine how much if any “income from sources with- 
out the United States” has or will result from a specific set of facts 
or contemplated transactions. 

A line must be drawn somewhere, if Congress is unwilling to treat 
all income resulting from sales of goods to or for buyers outside the 
United States as “income from sources without the United States.” 
And wherever that line is drawn, it is a foregone conclusion that tax- 
payers, seeking to obtain the maximum. tax ‘benefits, will continue to 
find difficult and baffling problems in the determination of just where 
that line falls—that is, the place or source of income from sales of 
personal property sought to be classed as being derived from sources 
outside the United States. We make no recommendation in this re- 

gard at this time. 

Tax relief for income arising from the manufacture in the United 
States for goods for foreign ‘consumption is, we believe, very de- 
sirable from the viewpoint ‘of our domestic economy, especially as a 
means of encouraging small business to produce goods for export. A 
reduction in the tax on such income would be of no great assistance 
in enabling our products to compete abroad on a more equal footing 
with goods produced in other countries with lower-cost labor and Goy- 
ernment aid of various kinds. We favor such tax relief, but we are 
not urging it at this time. Our present recommendations are directed 
primarily toward incentives to United States business to expand its 
activities abroad, by removing the burden of United States tax on 
income earned abroad by commercial and industrial activities con- 
ducted abroad. 

In conclusion, we again express our hope that your subcommittee 
and the Congress will take some positive action at its forthcoming 
session to encourage increased activity of United States business 
abroad, and thereby promote closer friendly business relations be- 
tween our country and the other countries of the free world. 

We thank your subcommittee for this opportunity to present the 
foregoing recommendations on behalf of the New York Board of Trade 
and the Federal Tax Forum. Questions from members of the sub- 
committee regarding any points which are not entirely clear will be 
welcome and greatly appreciated. 

Permission is requested to include for the record a reprint of an 
article entitled “An Analysis of H. R. 7725—Taxation of Foreign 
Source Income” which appeared in The Tax Executive, April 1956, 
with respect to that bill which was intended to restore to the Internal 
Revenue Code sections 923 and 951-6, stricken from H. R. 8300 before 
its enactment as the Internal Revenue Code of 1954. 

Mr. Bocas. Without objection, so ordered. 

(The information referred to follows :) 
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[Reprinted from the Tax Executive, April 1956] 
AN ANALYSIS OF H. R. 7725—TAxATION OF FOREIGN SOURCE INCOME 
By Paul D. Seghers 


In each of his annual state of the Union messages to the Congress, President 
Hisenhower has recommended favorable Federal income-tax treatment for busi- 
ness income from foreign sources. One of the recommendations made by the 
President to obtain this result was to allow a reduction in United States income 
tax equal to 14 percent of income from foreign sources. To give effect to these 
recommendations, the House of Representatives in 1954 included in H. R. 8300 
(the bill which, with various revisions, ultimately became the Internal Revenue 
Code of 1954) provisions for a 14-point tax rate reduction on foreign income. 
Although these provisions (secs. 923 and 951) had many shortcomings, they 
represented a move in the right direction toward implementing the President's 
recommendation. However, when H. R. 8300 reached the Senate, the Finance 
Committee, instead of seeking to correct these imperfections, eliminated entirely 
the House provisions for favorable treatment of foreign income, giving the 
following explanation: 

“This is new ground being explored and it presents uncertainties and difficult 
problems. Your committee has explored various alternative approaches but 
has been unable to find a solution which appears satisfactory” (H. R. 8300, 
8S. Rept. 1622, p. 105). 

In the final days of last year’s session (1955), a bill H. R. 7725, was introduced 
in the House for the purpose of giving the recommended preferential income-tax 
treatment to income from foreign sources. To a great extent the provisions of 
section 923 and sections 951-958 of the 1954 bill (H. R. 8300) were incorporated 
in H. R. 7725, with several significant modifications. 

It is the purpose of this article first to show the inadequacies of the treatment 
of foreign income under the present provisions of the Internal Revenue Code of 
1954, and then to analyze certain provisions of H. R. 7725 for the purpose of 
suggesting certain changes which would better accomplish its stated objectives.’ 

Under existing law, income from foreign activities is subject to United States 
income taxes in many different ways, and, in a few instances, it is entirely 
exempt. This discussion is confined to the taxation of business income from 
foreign activities of corporations owned by United States taxpayers. Some 
of the forms in which such income is taxed are summarized below : 

1. Income earned abroad by a domestic corporation having substantial income 
from activities in the United States is taxed in the same way as any other cor- 
porate income. Sections 901-904 of the 1954 code permit a domestic corporation 
to treat foreign income taxes as a credit (subject to certain limitations) against 
the United States tax imposed on its income. 

2. Income earned by a domestic corporation which qualifies as a Western 
Hemisphere trade corporation, because of meeting the 95 percent test as to income 
derived from sources within that area and the other tests, is taxed at a lower 
rate (e. g., 38 percent instead of 52 percent). 

3. Income earned by a domestic corporation in a United States possession may 
be entirely exempt if the income meets the test as to percentage of income from 
that source and other tests. 

4. Income earned abroad by a foreign corporation is not subject to United 
States tax; when dividends are received by a domestic corporation from a 
foreign corporation, the entire amount of the dividend (and not merely 15 
percent thereof, as in the case of dividends received from a domestic corporation ) 
is subject to United States tax, but double taxation of the income of such a 
foreign corporation is, in the usual case, largely or entirely eliminated by the 
system of foreign tax credits. 

(The net effect is that the Federal income tax on income thus earned from 
foreign activities may be postponed as long as desired; used by the foreign 
corporation in any way desired ; and, when the United States tax on such income 
is finally paid, the aggregate of taxes on such income may be slightly less than if 
the full United States tax had been paid at the time the income was earned. ) 


1For a detailed analysis of the treatment of foreign income under the present provisions 
of the Internal Revenue Code of 1954, see Seghers and Savage, Foreign Trade Tax Mini- 
mization, in The Tax Executive, April 1955. For additional material on tax treatment 
of foreign income, see Seghers, Tax Advantages in Doing Business Abroad and How To 
Obtain Them, 1952 Proceedings Tulane Tax Institute 113 and articles referred to therein, 
republished in condensed form in The Tax Executive, February 1953. 
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The President’s proposal, partly implemented by H. R. 7725, would add to these 
several ways of taxing income from foreign activities a new method, under 
which certain income from certain forms of foreign activity would be taxed at 14 
percentage points less than under existing laws. It is probable that, if this 
measure were enacted and found satisfactory, the Treasury would then ask 
Congress to eliminate some of the other existing methods of taxing income from 
foreign sources. 

The whole system of Federal taxation of income from sources outside the 
United States, including the foreign tax credit provided under sections 901-905 
of the 1954 code, inevitably tends to eliminate collection by the United States of 
any taxes on foreign income. The foreign tax credit encourages other countries 
to levy taxes which completely “eat up” the Federal income tax which theo- 
retically is levied on foreign income and, as a result, the United States Treasury 
actually collects less and less tax revenue from this source. The House Ways 
and Means Committee, in its report on H. R. 8300, stated that: 

“It is estimated that the provisions dealing with foreign income would involve 
a revenue loss of $147 million in the fiscal year of 1955. However, on a long-run 
basis the revenue loss is apt to be substantially less because foreign governments 
are steadily increasing their taxes on American firms and each year are thereby 
reducing the yield from United States taxes on income derived abroad.” 

The foregoing indicates that the actual revenue loss to the United States Treas- 
ury from the tax exemption of all income derived from foreign sources would be 
relatively small at the present time, and the revenue from this source is rapidly 
approaching zero. Accordingly, it would seem that the wise move, and one that 
actually would cost the United States Treasury very little in net tax revenues, 
would be to exempt from Federal taxes all income derived from foreign sources. 
This step would eliminate completely the various complexities and discriminatory 
inequities in both the present statutory provisions involving taxation of foreign 
income and the proposed provisions of the pending H. R. 7725. In the long run, 
such an exemption would, in fact, increase Federal tax revenues through a real 
and substantial encouragement of foreign activities by United States taxpayers, 
inevitably resulting in increased United States income for such taxpayers, with 
a consequent increase, present and future, in the United States Treasury’s tax 
“take.” The patchwork of tax relief measures for foreign trade contained in the 
present code are largely ineffective in accomplishing their intended purpose to 
relieve United States taxpayers from Federal tax handicaps in doing business 
abroad. 

Unfortunately, a realistic appraisal of the prevailing Treasury and congres- 
sional attitude toward income from foreign sources indicates that complete exemp- 
tion from Federal taxes is unacceptable at the present time. Since half a loaf 
obviously is better than none, it should be emphasized that the provisions of 
H. R. 7725, which allow a 14 percentage point tax credit, should receive strong 
support from the tax bar and other interested groups if there is no hope of obtain- 
ing anything better in the present Congress. At the same time, it also must be 
recognized that the relief provisions of H. R. 7725 fall far short of their purpose, 
and fail to carry out the specific recommendations of President Eisenhower in 
his budget message of January 21, 1954, that: 

“Business income from foreign subsidiaries or from segregated foreign branches 
which operate and elect to be taxed as subsidiaries should be taxed at a rate 14 
percentage points lower than the regular corporate rate.” 

The provisions of H. R. 7725 grossly discriminate against all but a very few 
forms of business operations abroad. The proposed section 923 prescribes rules 
for the 14-point tax reduction on an “all or nothing” basis, thereby denying bene- 
fits to a very substantial segment of United States taxpayers engaged in foreign 
operations. The benefits granted under the proposed sections 923 and 951 are 
limited almost entirely to manufacturing, mining, oil production, and agricultural 
operations in foreign countries, and even in these cases relief will be denied if 
income is also derived from other activities. A corporation with income derived 
“to any extent” from the sale of United States goods at wholesale in foreign 
countries is denied any benefit of the 14-point tax reduction (sec. 923 (a) (3) (A) 
(iv)). The ridiculous extreme to which this denial of benefits can be carried is 
exemplified in the case of a United States taxpayer engaged in permissible activi- 
ties to the extent of 99 percent of gross income from foreign sources, but denied 
the benefit of the 14-point tax reduction because 1 percent of its income is derived 
from its sale (other than at retail) of articles produced in the United States: 
In order to prevent this and other types of unfair discrimination, certain changes 
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in the provisions of the proposed H. R. 7725, relating to business income from 
foreign sources, will hereafter be recommended. 


INCOME FROM THE DISTRIBUTION OF GOODS (AT WHOLESALE) IN FOREIGN COUNTRIES 


Under section 923 (a) (8) (A) (iv) the 14-point tax reduction is denied to a 
domestic corporation which receives dividends from a foreign corporation if the 
earnings and profits used in the payment of such dividend was derived “‘to any 
extent from the sale, or from the rental, of articles or products other than those 
produced (as defined in sec. 864) in a foreign country by such foreign corpora- 
tion or by an affiliate corporation.” Section 923 (b) (2) excludes from the 
term ‘“‘sales” the sale of articles or products in retail stores. 

The justification for discriminating against companies which realize income 
from the wholesale distribution of goods produced in the United States is the 
charge that, in the case of certain wholesale export businesses, very few, if any, 
activities are engaged in by the exporter within foreign countries and very little 
benefit is derived by the economies of such countries from such export trade. 
However, it is obvious that this justification does not apply to companies having 
substantial investments in inventories, buildings, and other property in foreign 
countries, and employing bona fide administrative and sales staffs to promote 
and distribute goods at wholesale in such countries. Furthermore, a company 
which has substantial operations which qualify for the 14-point tax reduction, 
but also has other operations which do not qualify, would be forced to reorganize 
(if possible) into two or more components in order to obtain the 14-point tax 
reduction for the qualified operations. This would result in various unnecessary 
expenses, particularly where wholesale operations are not substantial. In cer- 
tain cases such a reorganization may be impossible because of local laws and regu- 
lations. It would, therefore, seem appropriate to amend the proposed section 923 
to provide that income from wholesale as well as retail distribution of goods pro- 
duced in the United States should be allowed the 14-point tax reduction, pro- 
vided that — 

(a) The taxpayer has a substantial investment in foreign inventories of 
goods, and 

(b) A substantial foreign payroll, and 

(c) Ineurs substantial expenditures for advertising, promotion and dis- 
tribution. 


Although the term “substantial” cannot be defined precisely, it is believed that 
it can be satisfactorily interpreted, in the light of the particular facts in any 
specific instance. In the event that a more specific term should be desired, the 
phrase, “substantial in relation to the amount of gross income from sources out- 
side of the United States,” could be substituted. 

Subject to the foregoing limitations, wholesale operations which involve in- 
vestment risks, and provide substantial employment in foreign countries, should 
qualify for the benefit of the 14-point tax reduction. Such an amendment would 
eliminate the harshly discriminatory provisions of H. R. 7725, which otherwise 
would give the benefit of the 14-point tax reduction to certain types of opera- 
tions while denying this benefit to other operations which have equally sub- 
stantial investment risks abroad. 

As noted above, a dividend from a foreign corporation which has derived in- 
come “to any extent” from wholesale activities would not qualify for the 14-point 
tax reduction under the pending H. R. 7725. Similarly, any wholesale activities 
in connection with foreign branch operations would result in denial of the pro- 
visions permitting deferment of tax on such income under section 951, and also 
would eliminate the 14-jpoint tax reduction. The harshness of this rule obviously 
imposes unfair discrimination against even the slightest variation from the 
absolute prohibition against wholesale activities. A more reasonable procedure 
would be to allow the 14-point tax reduction even though there is some whole- 
sale activity, provided the gross income therefrom does not exceed a specified 
percentage of the total gross income of the foreign corporation or branch opera- 
tion. It should be noted that with respect to another prohibited activity ; namely, 
the sale of articles for ultimate use, consumption, or disposition in the United 
States, H. R. 7725 contains a 10-percent limitation. 


STOCK OWNERSHIP REQUIREMENTS 


Section 923 (a) (3) (B) (i) provides that the 14-point tax reduction will 
be granted only if the domestic corporation owns (either alone or in association 
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with not more than three other domestic corporations) 50 percent or more of the 
voting stock of a foreign corporation. This is a definite improvement over the 
corresponding provision in H. R. 8300, which contained a requirement of “more 
than 50 percent.” However, various foreign countries do not permit ownership 
of 50 percent or more of the voting stock of their corporations by foreign interests. 
Even if there is a justifiable reason for imposing the “50 percent or more” limita- 
tion, it would seem appropriate that in any case where local legislation or regu- 
lations prevent the ownership by foreign interests of 50 percent or more of the 
voting stock, the lesser percentage permitted by such laws and regulation should 
be acceptable for the purposes of qualifying for the 14-point tax reduction. Fur- 
thermore, it would seem that if Congress is willing to change the requirement 
of “more than 50 percent” to “50 percent or more” in section 923 (a) (3) (B) 
(i), there is no logical reason for retaining the term “more than 50 percent,” 
found in section 923 (b) (4) (B), involving dividends from one foreign corpo- 
ration to another. This difference appears to be purely one of oversight and 
the limitation in section 923 (a) (8) (B) (i) should be corrected to read “50 
percent or more.” 


INCOME FROM MANAGEMENT, SERVICES, AND ROYALTIES 


Under section 923 (a) (2) the 14-point tax reduction also is granted to 
“income from the rendition of technical, managerial, engineering, construction, 
scientific, or like services.” This represents an expansion of the corresponding 
provision of H. R. 8300 to include “managerial” and “construction” services. 
However, H. R. 7725 continues to exclude from its benefits income from the 
licensing of patents and trademarks, although it seems to include income from 
technical assistance agreements. There is no valid reason why income from 
the licensing of patents and trademarks should be afforded less favorable tax 
treatment, particularly if such licensing is part of an overall agreement to 
furnish technical assistance or know-how relating to manufacturing operations. 
As a practical matter, the exchange controls and other requirements of some 
foreign countries are such that it is almost imperative for a domestic cor- 
poration, having an investment in a foreign operation, to receive royalty 
payments. It is generally the preferred method of obtaining income from a 
subsidiary operating in such countries. The proposed discrimination against 
licensing patents and trademarks constitutes an obviously inequitable treatment 
of an important method of receiving foreign income, particularly where the use 
of such method is virtually compelled by the regulations of the country in which 
the operations are conducted. It therefore is recommended that qualifying 
compensation should include the receipt of royalties for patents, processes, or 
know-how, and for trademarks or trade names developed by the taxpayer 
or an affiliate or predecessor. 


INCOME FROM ASSEMBLING AND PACKAGING OPERATIONS 


Under section 923 (a) (3) (A) (iv) income may be derived from the sale of 
articles or products “produced” in a foreign country. The term “produced,” 
as defined in section 864 of the 1954 code, specifically includes the creation, 
fabrication, manufacture, extraction, processing, curing, and aging of goods, 
but makes no reference to assembling and packaging operations. Since a sig- 
nificant segment of United States industry abroad is engaged in packaging 
and assembling goods, it would appear desirable to include specifically the terms 
“packaged” and “assembled” in the definition of the term “produced.” There 
is some doubt whether the assembly and packaging of goods would otherwise 
be held to be within the scope of that definition of “produced.” 


GOODS INTENDED FOR SALE IN THE UNITED STATES 


Section 923 (a) (8) (A) (iii) would deny the 14-point tax reduction on 
dividends received from a foreign corporation if the earnings and profits used 
in the payment of such dividends are derived, to the extent of more than 10 
percent, from the sale of articles or products manufactured in a foreign country 
for ultimate use, consumption, or disposition in the United States, unless the 
taxpayer can establish to the satisfaction of Treasury Department that such 
items did not reach the United States in the regular channels of commerce. 
The term “manufactured” is defined so as not to include those processes normally 
applied to agricultural or horticultural products, forest products, minerals, ores, 
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oil, or gas, in their raw or natual state in a foreign country, prier to the stage 
where the first commercially marketable product common to the industry has 
been reached. In this way, manufacturing as such is unfairly singled out for 
the denial of the tax reduction benefits. There is no justification for this re- 
striction, inasmuch as manufacturing as such entails similar risks of investment 
in operations abroad, and in many situations is instrumental in developing local 
raw minaterials. It therefore is recommended that manufacturing which processes 
basic raw materials originating in a foreign country should not be excluded 
from the benefit of the 14-point tax reduction. A provision requiring that, say, 
60 percent or more of the raw materials be obtained from sources outside of the 
United States, would indirectly assist the development of raw materials abroad, 
and at the same time permit normal operations of United States owned plants 
located in other countries. 


DIVIDENDS FROM WESTERN HEMISPHERE TRADE CORPORATIONS AND OTHER DO- 
MESTIC CORPORATIONS ENTITLED TO THE 14-POINT TAX REDUCTION 


The 1954 code taxes at the full corporate rate 15 percent of dividends paid by 
one domestic corporation to another. Therefore, the income of a Western 
Hemisphere trade corporation and the income of a foreign branch of a domestic 
subsidiary which qualify for the 14-point tax reduction would, under H. R. 7725 
in its present form, be subject to the full United States tax on 15 percent of such 
dividends. This obviously discriminates against the use of United States sub- 
sidiaries for operations abroad, as compared with the use of foreign subsidiaries 
which qualify for the 14-point tax reduction. This follows from the fact that, 
under H. R. 7725: 

(a) Income of a foreign subsidiary which qualifies for the 14-point tax 
reduction and is received by its domestic parent corporation as a dividend 
would be subject to only 1 United States corporate tax (e. g., 52 percent 
less 14 percent), whereas 

(b) a Western Hemisphere trade corporation or a domestic corporation 
which qualifies under section 923 would pay the same rate of tax on its in- 
come, and, in addition, 15 percent of any dividend it thereafter pays to its 
parent corporation is taxed once more at the full corporate tax rate (e. g., 
52 percent). 

This discrimination against the use of United States subsidiaries, including 
Western Hemisphere trade corporations, is especially undesirable in view of the 
fact that the legal safeguards afforded by the use of such corporations, and not 
otherwise available, should not be denied to the domestic parent corporation. 
The United States tax system should be arranged so as to encourage rather than 
discourage the use of such corporations. It is, therefore, recommended that 
section 243 be amended to provide a dividend received deduction of 100 percent, 
rather than the present 85 percent, for amounts received as dividends from a 
Western Hemisphere trade corporation or from a domestic corporation, all of 
whose income qualifies under section 923 for the 14-point tax reduction. 


CONCLUSION 


The proposed H. R. 7725 definitely is a step in the right direction. It will have 
the effect of encouraging foreign investments, which in turn inevitably will 
strengthen the economies of our allies. During the present critical period of 
multibillion dollar expenditures for military and economic assistance to friendly 
foreign countries, the encouragement of private investments abroad constitutes 
an integral part of United States foreign policy. A realistic appraisal of the 
cold war with our Communist enemies indicates the dire necessity for encourag- 
ing foreign trade. There is no reason why a tax reduction for foreign invest- 
ments should not be used as an additional weapon in the cold war. 

On the other hand, although the proposed H. R. 7725 will undoubtedly en- 
courage additional investments abroad, it contains many unfair and unreason- 
able restrictions, and a concerted effort must be made to eliminate such restric- 
tions. Various changes have been proposed in the present article which can be 
summarized as follows: 

1. Elimination entirely of Federal taxation of income derived from foreign 
sources. 

2. To the extent that the foregoing proposal cannot obtain sufficient con- 


gressional support, the provisions of the proposal H. R. 7725 should be liberalized 
as follows: 
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(a) The sale of goods in foreign countries at wholesale should be granted 
the 14-point tax reduction where substantial foreign investments are in- 
volved. 

(6) In any event, the 14-point tax reduction should not be denied where 
the income from wholesale activities does not exceed a specified percentage 
of total foreign income, say 10 percent. 

(c) The minimum stock ownership requirements in a foreign corporation 
should not exceed any limitation imposed under local laws and regulations 
upon ownership by foreign interests. 

(@) The minimum stock ownership requirements in a foreign sub-sub- 
sidiary and a foreign subsidiary should be the same. 

(e) The 14-point tax reduction should apply to income derived from the 
licensing of patents and trade marks, particularly when such licensing is 
part of an overall technical assistance program. ' 

(f) The 14-point tax reduction should apply to foreign income derived 
from “packaging” and “assembling” of goods. 


(g) The 14-point tax reduction should apply to foreign income derived 
from the sale of goods in the United States where a substantial part (say 
60 percent) of the raw materials constituting such goods are obtained from 
sources outside the United States. 
Mr. Boees. Thank you very much, Mr. Seghers, for a very compre- 
hensive statement. I would just like to ask you one question. 
Did you perchance read or follow the testimony of the Treasury 
Department before the subcommittee ? 
Mr. Secuers. Yes, I had an opportunity to read it this morning. 
I was unable to obtain a copy until then. But I have read it through 
and annotated it. 
Mr. Boces. Do you consider that testimony particularly helpful ? 
Mr. Srecuers. It seemed to be made up entirely of negative sug- 
gestions. Every favorable statement was qualified and every unfavor- 
able possibility was suggested as a possibility. I think Mr. D. T. 
Smith is opposed to any benefit for foreign trade. There is a gospel 
preached and privately circulated among some of the Harvard crew 
that there should be no benefit extended to income earned abroad. If 
Mr. D. T. Smith and others who think as he does are right, then we 
shouldn’t be appearing here before this committee, because you can’t 
afford the desired tax incentives and not reduce tax on income earned 
abroad. I think that his whole statement is the kind of support that 
he gave to the provisions that we had in H. R. 8300. I think that his 
words can not be spelled out as being in opposition, but we didn’t get 
what the President asked for in numerous messages. Mr. D. T. Smith 
appeared many times in support of those measures but I think the 
support was just like his support of objectives of this committee. They 
are a very wet blanket support. And you are not going to improve our 
international trade relations unless you give tax incentives. You 
can’t give tax incentives and still collect as much tax. About. the only 
measure he spoke well of was one which would result in an additional 
tax on foreign income. An additional flat tax. And you are not 
going to get relief for foreign trade if you follow the Treasury recom- 
mendations: period. 
Mr. Boees. Thank you, Mr. Seghers. 
Mr. Byrnes, do you have any questions ? 
You have been very helpful to the committee. 
Mr. Secuers. Thank you very much. 
Mr. Boees. The committee will stand adjourned until 2 o’clock this 
afternoon. 
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(Whereupon, the committee adjourned to reconvene at 2 p. m. of the 
same day.) 
AFTERNOON SESSION 


The subcommittee reconvened at 2 p. m., upon the expiration of 
the recess. 

Mr. Boaes. The subcommittee will come to order. 

The first witness this afternoon is Mr. John Nuveen. 

Is Mr. Nuveen here ? 

Apparently Mr. Nuveen has not yet come back. 

Has Mr. Gibbs come back ? 

Mr. Gipss. Yes, sir. 

Mr. Boges. Mr. Gibbs, will you identify yourself for the record, 


please. 


STATEMENT OF FINLEY J. GIBBS, AMERICAN CHAMBER OF 
COMMERCE FOR THE PHILIPPINES 


Mr. Gisps. My name is Finley J. Gibbs. I am a practicing attorney 
from San Francisco, Calif. 

I was born and raised in the Philippines and practiced law there for 
10 years. I have had business interests there. So I believe that I 
am personally acquainted, not just after a study, but in contact with 
the tax problems and other problems of American investors in 
foreign countries. 

I am speaking here on behalf of the American Chamber of Com- 
merce of the Philippines, and on behalf of a number of private in- 
vestors who are clients of mine. 

Most of the speakers up to date have been speaking with regard to 
United States corporations. My comments and the people on whose 
behalf I am speaking, are primarily individuals. They are the 
pioneers of American business in the Philippines. 

Now, the problem faced by my clients is the lack of any practical 
means of paying their United States income taxes and estate taxes. 

This problem arises because of exchange controls in the Philippines 
and other countries similar to the Philippines. 

As the committee undoubtedly knows, all American investors in 
foreign countries must pay United States income taxes on all of their 
investment income. 

True, they do not have to pay United States income taxes on their 
earned income, but income with respect to which capital is a substan- 
tial factor is fully taxable by the United States, whether or not the 
individual is a resident of the foreign country. 

The same thing applies to United States estate taxes. An American 
with an estate in the Philippines or investments in foreign countries 
must pay a United States estate tax on that investment. 

The only exception to that is land. Any investment such as business 
or stock of any sort, other than land, is subject to the United States 
estate tax. 

Now before exchange controls this did not pose any particular 
problem other than the fact that foreigners competing with Ameri- 
cans usually did not have to pay similar taxes. 
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But after exchange control the American investor, or businessman, 
in the Philippines, was unable to take his foreign income or his foreign 
assets and convert them into dollars with which to pay his United 
States taxes. 

In other words, the more income he made, or the greater he de- 
veloped his foreign business, the greater dollar drain he has as a 
result. He had to pay those taxes out of his dollar assets in this 
country, if any. 

If he did not have any dollar assets he could not pay them. 

Taxes just build up and become a greater and greater liability. 

Now the United States Treasury recognized this problem in a partial 
way in 1950 when it issued mimeogr aph 6475. This mimeograph per- 
mits a United States taxpayer to defer income taxes on his blocked 
foreign income. , 

This sounds on the surface like a good remedy, but the catch to this 
remedy was that if that income ever became unblocked or if he should 
die, the whole amount of the deferred income would become due at 
once. 

In other words, this income which was deferred would keep accumu- 
lating year after year. Once a taxpayer made the election to defer 
his tax he could not change that election and if it should accumulate, 
say, for several years and then he should die, it would mean that there 
would be an abnormally high tax on that income. 

Worse than that, the fact of his death did not mean that the in- 
come was released or that the estate could use it in any way. It 
would still be subject to tax and his estate would have to dig up the 
dollars somewhere, if any available in this country, pay the dollars 
out of the dollar assets to satisfy the income tax on this blocked in- 
come which was still sitting there in the foreign country, on top of 
that would be the United States estate tax on his accumulated blocked 
income and on the foreign investments which generated it and that 
estate tax would also have to be paid in United States dollars, 

Now this problem does not face corporations because corporations 
never die and their income-tax bracket does not change. They can 
accumulate and defer their income indefinitely. The bracket on it 
remains essentially the same. 

So this is a problem peculiar to the individual. 

Now, because of the seriousness of this problem to many of my 
clients, I corresponded with the Treasury Department in 1953 at 
length suggesting to them that the law be amended as a part of the 
new 1954 code to permit the payment by United States taxpayers of 
their taxes on blocked foreign income and blocked investments in the 
foreign currency involved and much to my pleasure the Internal 
Revenue Code contains such a provision. 

The new code contains a section called section 6316, which con- 
tains that specific authority. 

Section 6316 reads as follows: 


PAYMENT BY FOREIGN CURRENCY.—The Secretary or his delegate is authorized 
in his discretion to allow payment of taxes in currency of a foreign country, 
under such circumstances and subject to such conditions as the Secretary or 
his delegate may by regualtion prescribe. 

Now, we submitted suggested regulations at the time of the hear- 
ings, but to our great chagrin when the regulations were issued they 
were limited to Fulbright scholars. 
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When we inquired of the Treasury representatives as to the reason 
for this rather amazing limitation we were told first that section 6316 
had been enacted as a result of the special efforts of Senator Ful- 
bright for the benefit of Fulbright scholars although this, of course, 
was not said in the law, the law is a general law. 

Second, the Tr easury representative stated that the United States 
would have trouble making use of all this foreign currency which 
they might collect. 

He said they might have too much foreign currency already and 
they didn’t want any more. 

They also said at one time that some foreign governments might 
object to the United States using this foreign currency to pay their 
expenses in foreign countries because in the past the United States 
had been bringing good dollars there and thus swelling the dollar 
balances of these foreign countries. 

The third reason given was that there were administrative prob- 
lems involved and there would be a lot of difficulties in setting up the 
machinery. 

Now, as to Senator Fullbright’s sponsorship of section 6316, we had 
been informed that the reason for this was that Fulbright scholars 
objected to going to foreign countries and being paid in foreign cur- 
rency for their efforts and then being forced to pay taxes on that 
foreign currency in their good United States dollars here at home. 

As a result, the Fulbright program was tending to break down. 

Well, the same reason, certainly, applies to American investors 
abroad. If this Government wants American investors to go to for- 
eign countries and make i investments there they must expect to permit 
them to pay their income taxes and estate taxes out of the foreign 
currency. 

What is sauce for the Fulbright scholars is also sauce for the 
American investors. 

Also, section 6316 is not by its terms limited to Fulbright scholars 
and I am sure that Congress would not have passed the section had it 
been so limited. 

Now, as to the second objection that the United States would have 
difficulty in making use of the foreign currency, the taxpayer is in a 
much worse plight ‘here than the United States Government. He not 
only cannot make use of it, but he has to pay United States taxes on 
it. 

We feel that the United States Government is in a much better 
position to make use of this currency than the individual who has his 
investment blocked and is in a much better position to negotiate with 
the foreign government to have this currency converted than is the 
individual taxpayer. 

In any event, if the United States is going to take income or assets 
in a foreign country it should certainly be willing to take those taxes 
out of the source which it takes rather than forcing the American to 

take his dollars here which he is trying to accumulate for his old age. 

Now, insofar as the administrative and accounting difficulties are 
concerned, we are not impressed with them. We feel that if Congress 
should require the Treasury Department to accept foreign currency in 
payment of United States taxes, that those difficulties could be solved. 

There are United States embassies in almost all foreign countries; 
they have Treasury representatives in many of them. 
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As a matter of fact, in the Philippines there is an office set up there 
especially to collect United States income taxes and estate taxes. 

Now, last year Vice President Nixon gave a speech in San Francisco 
before the International Development Conference advocating in- 
creased private foreign investments abroad and saying that the Gov- 
ernment should do everything possible to encourage such investments. 

At that time I happened to be in the Philippines on a visit and at 
my suggestion the American Chamber of Commerce wrote to him a 
leter pointing out these problems of the individual American tax- 
payer, investor, and businessman in the Philippines. 

We have recived an answer, undoubtedly, we feel, prepared by the 
Treasury Department, suggesting that the taxpayer make use of 
mimeograph 4675, or that he convert his peso profits there to the 
purchase of gold. 

Now, we have already pointed out that mimeograph 6475 is in real- 
ity a tax trap. It just means that you are accumulating a mountain 
of taxes against you to be levied against your widow when you die. 

As far as the purchase of gold is concerned, that is just a theoretical 
remedy. 

The full quota of the gold mines in the Philippines, as I understand 
it, has been spoken for by the United States film companies over there 
who have huge accumulations of past profits. 

So that remedy is not a practical remedy for the individual. 

Now, as matters now stand, the individual American, although not 
so much the American corporation, is faced with the situation that 
the more money he makes in foreign countries which have exchange 
control, the greater drain he has on his assets and the greater danger 
he is subjected to upon his death. 

Now, we feel this is not only extremely unfair to Americans who 
were out in the Philippines before exchange controls, the oldtimers 
there who have their lifesavings tied up in the Philippines, who were 
caught there by exchange controls, but we feel that it is a deterrent 
to any new investments there. 

I certainly would never advise any client of mine to make new in- 
vestments in the Philippines under the existing situation. 

It is just too much oF a risk. We feel that the only logical solution 
to the problem is to permit the payment of those taxes as they become 
due in the foreign currency involved. 

Now, section 6361 is broad enough to permit that, but because of 
the amazingly narrow interpretation put upon that by the Treasury 
Department and because of their attitude toward our efforts to have 
them expanded, we feel that it may be necessary for Congress to add 
a proviso to section 6316 requiring the Treasury Department to accept 
foreign currency in payment of United States income taxes and estate 
taxes where that income or where the assets involved are blocked and 
cannot be converted into United States dollars. 

We have attached to our written statement a suggested proviso of 
that nature. 

Now, in closing, I wish to point out that we are not here asking for 
special tax incentives. I think those incentives should be given. Our 
particular group is not asking for any incentives. 

All we are asking for is elimination of special tax penalties to which 
American investors and businessmen in the Philippines and other for- 
eign countries are subjected to. 
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As I said, I'am speaking for the individual; I am speaking for the 
American pioneers in those countries. Most of them are too small to 
come here and make a special plea in their behalf. me 

You have been hearing from corporations, but I speak for the indi- 
vidual and I think he is entitled to justice here even though he is not 
a big investor and even though there may not be a great many of them 
who are willing to stick their necks out in foreign countries. 

I have specific examples of people who have been subjected to these 
penalties and who are now suffering from them. : 

For example, I represent the estate of an American oldtimer who 
accumulated quite a bit of money in the Philippines. He was there 
since 1898. He invested his money in an apartment house. He sold 
the apartment house, but because of exchange control his money is 
tied up there in the form of pesos. He has 400,000 peso notes in his 
estate. 

Now, he has just died. His widow is living in this country. The 
United States dollar part of his estate is maybe thirty or forty 
thousand dollars. The estate is going to be forced to pay a United 
States estate tax on that 400,000 pesos in the Philippines and the 
estate under the present regulations would have to pay that money 
out of the dollars here, thus stripping the United States dollar estate 
in order to pay taxes on the foreign assets. 

There are a great many American oldtimers with similar problems, 
particularly in the State of California. 

I am a former president of the Philippine Society of California 
and I have been approached by quite a few of the members saying 
that they have those problems, both in northern California and 
southern California. 

I certainly appreciate the opportunity of appearing before this 
committee. I feel that the only remedy to people in that position is 
to have gentlemen such as yourselves put the pressure on the Treasury 
Department to see that they are taken care of. 

Thank you very much. 

Mr. Boees. Mr. Gibbs, is there included in your statement at the 
present time the text of section 6316 ? 

Mr. Grpss. Yes. 

Mr. Boees. Where is it ? 

Mr. Gress. It is on page 3. 

Mr. Boees. So using the last phrase in that section, it only applies 
in the case of Fulbright scholars, by regulation ? 

Mr. Gisps. Yes, by regulation it has been limited to just a handful 
of Fulbright scholars. 

I ask that my written statement be included in the record, please. 

Mr. Bocas. Without objection, that will be done. 

(The statement referred to follows:) 


STATEMENT OF FINLEY J. GIBBS 


Iam Finley J. Gibbs, of San Francisco. Since 1951 I have been a partner in the 
law firm of Gibbs & Gideon. Previous to that time I practiced law with my father 
and my brother in the Philippines, where I was born. I am still actively inter- 
ested in Philippine matters. My brother maintains an office in Manila and I am 
a director and past president of the Philippine Society of California. 

I am appearing before you on behalf of the American Chamber of Commerce of 
the Philippines, as well as a number of individual American investors in the 
Philippines who are clients of mine. 
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The problem faced by our clients is the lack of any practical meams by which 
American investors in foreign countries with exchange control restrictions such 
as in the Philippines, can pay their United States income taxes on blocked foreign 
income or their United States estate taxes on blocked foreign assets. 

As the committee undoubtedly knows, American investors and businessmen in 
foreign countries such as the Philippines must pay United States income taxes 
on all of their foreign investment income. Their estates must likewise pay United 
States estate taxes on all of their foreign investments except land. 

Where no exchange control restrictions exist these taxes give rise to no abnor- 
mal problems since the taxpayer can convert his foreign currency into dollars to 
pay his United States taxes. However, where severe exchange control restric- 
tions exist, such as those now imposed in the Philippines, the taxpayer cannot 
convert his foreign income or assets into dollars and has no means of paying his 
taxes out of the income or assets taxed. If he has no dollars he cannot pay his 
taxes. If he has any dollars he will be stripped of them to pay the taxes. 

A solution to this problem as to income taxes, although not as to estate taxes, 
was offered by the Treasury Department in 1950 in the form of a ruling known 
as mimeograph 6475. Mimeograph 6475 provides that a United States taxpayer 
may at the time of filing his United States income-tax return elect te defer pay- 
ment of his taxes on any foreign income which has been blocked and which ean- 
not be converted into dollars. To make such election the taxpayer must agree 
at the time of filing his return that the tax on the full amount will be paid if and 
when: (a) his income becomes unblocked; (6) he makes use of it for personal 
expenses; (Cc) he disposes of it by gift; or (d) he dies. 

Mimeograph 6475 thus at best gives the taxpayer the right to postpone his 
taxes but at a heavy price. If a taxpayer avails himself of it he is bound by 
his election and all blocked foreign income which he may receive in future years 
accumulates as potentially taxable income and hangs like the sword of Damocles 
over his head. At his death the tax automatically becomes payable on the whole 
amount accumulated over the years whether or not the income is still blocked. 
Because of the accumulation factor the taxpayer's estate is required to pay the 
tax at much higher brackets than normal. Since the taxpayer’s death does not 
operate to release his estate from exchange restrictions, his widow or other heirs 
must pay such taxes out of their dollar assets in this country, if any. As you can 
see, mimeograph 6475 is not a relief measure, but a tax trap. 

As far as estate taxes are concerned, mimeograph 6475 does not purport 
to provide any relief. To my knowledge no remedy for this problem has ever 
been proposed by the Treasury Department. The heirs of an American with 
investments abroad must still pay a United States estate tax on such invest- 
ments within 15 months of his death whether or not such investments can be 
converted into dollars. Caught between the accumulated income tax on blocked 
income and the estate tax on blocked assets the widow or heirs of an American 
with investments abroad faces the prospect of losing all of the dollar assets in 
the estate, to pay taxes on assets that cannot be realized. 

Because this situation posed a grave threat to many of our Philippine clients, 
I corresponded at length with the Treasury Department in 1953, when the 
Internal Revenue Code was being revised, urging a change in the law to enable 
American investors to pay their United States income and estate taxes on blocked 
income and assets in the foreign currency involved. Others who were inter- 
ested in the problem also urged this change. When the new Internal Revenue 
Code of 1954 was enacted we were pleased to see that section 6316 authorized 
such payment. Section 6316 reads as follows: 


“SECTION 6316. PAYMENT BY FOREIGN CURRENCY. 


“The Secretary or his delegate is authorized in his discretion to allow pay- 
ment of taxes in currency of a foreign country, under such circumstances and 
subject to such conditions as the Secretary or his delegate may by regulation 
prescribe.” 

To our chagrin, the Secretary of the Treasury in prescribing regulations for 
section 6316 virtually nullified it by limiting its application to Fulbright scholars. 
The Treasury representatives with whom we discussed the regulations stated 
that the reasons for this limitation were: 

(1) Section 6316 had been sponsored chiefly by Senator Fulbright to take care 
of Fulbright scholars in foreign countries who were paid in foreign currency; 

(2) The United States would have problems in using foreign currency col- 
lected as taxes. In some countries it had too much foreign currency already, 
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and in others, such as the Philippines, the foreign government would not wish 
the United States to use the taxes collected for its expenses because in the past 
the United States had been sending dollars to such countries for this purpose, 
thereby improving its dollar balance ; 

(3) There were administrative ‘and accounting difficulties involved. 

As to Senator Fulbright’s sponsorship of section 6316, we have been informed 
that the reasons for it was that Fulbright scholars had objected to going to 
foreign countries and taking their pay in foreign currency if they had to pay 
United States income taxes on it out of their hard-earned dollars here. This 
is no argument for limiting the law to Fulbright scholars, since the same objec- 
tion applies with equal force to American investors and businessmen. Why 
should American businessmen and investors be expected to submit to the block- 
ing of their foreign income and assets in foreign countries if at the same time 
they must use their United States dollars to pay taxes on the blocked funds? 
If the administration wishes to stimulate foreign investments, it should treat 
American investors as fairly as it treats Fulbright scholars. In any event, 
if Congress had wished to limit the use of section 6316 to Fulbright scholars, it 
would have so stated in the law. 

As to the second objection that the United States would have difficulty in 
making use of the foreign currency collected as taxes, obviously, the American 
investor is in a much worse plight than his Government. The investor’s income 
is not only blocked in the foreign country but the United States Government 
demands a tax on it. Furthermore, the Government is in a stronger position 
to negotiate with the foreign government for the use of this currency than he 
is. Last year the Philippine Central Bank, in tightening its exchange control 
regulations, itself suggested that Americans pay their United States income 
taxes in pesos. In view of this fact the argument that the Philippines might 
object to the use of such pesos by the United States Government for its expenses 
is not impressive. In any event, if the United States taxes foreign currency 
income and assets of American citizens it should be willing to take payment 
out of the source which it taxes. 

Insofar as the administrative and accounting difficulties are concerned we 
feel that these are small justification for the serious injustice which is being 
perpetrated upon American investors abroad. I am confident that if Congress 
so requires, the Treasury Department can solve any administrative and account- 
ing problems which may exist. 

Last year Vice President Nixon made a speech in San Francisco at the In- 
ternational Development Conference advocating the maximum Government en- 
couragement of private investments abroad. At my suggestion the American 
Chamber of Commerce wrote to Mr. Nixon informing him of these tax problems 
faced by Americans in the Philippines, as well as other foreign countries, and 
suggested that relief measures be taken. Mr. Nixon, in letters apparently pre- 
pared by the Treasury Department, offered no hope of real relief but recom- 
mended that the taxpayers either make use of mimeograph 6475 or convert 
their Philippine income through the purchase of gold. We have already pointed 
out that mimeograph 6475 is a trap to the taxpayer, and as for the purchase 
of gold, this right exists only in theory. The average American investor cannot 
purchase gold with which to pay his taxes because the full quota_of the gold 
mines has been purchased months in advance by the United States film companies 
in the Philippines. 

As matters now stand, an American who invests in a foreign country, such 
as the Philippines, whose currency is blocked, faces not only the ordinary 
business risks attendant upon investing in a foreign country, but the risk of 
having his dollar assets seized by the Treasury Department to cover taxes 
on his blocked foreign investments. The larger investment he makes in a foreign 
country, the greater the drain on his dollars. Under these circumstances, a 
foreign investment for an American citizen today is a dollar liability and 
a tax trap to himself and his heirs. The situation is not only a serious deterrent 
to further private investments in foreign countries, but is grossly unfair to 
American citizens who have been frozen into existing investments. 

T he only fair and logical remedy is to permit the American investor to pay 
his United States taxes in the foreign currency involved. Section 6316 provides 
the authority for this remedy, but the Treasury Department, through its unreal- 
istic and narrow implementation of the law, has limited its application to a 
handful of taxpayers who have, by and large, no great tax problems. For this 
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reason Congress should, by amendment, direct the Secretary of the Treasury to 
adopt regulations which will give the law normal effect. This should be done 
not only as a matter of simple justice to eliminate an unfair tax trap, but because 
such action is essential if private American investment in foreign countries, 
such as the Philippines, is to continue. 

I have attached to my statement a suggested proviso supplementing section 6316 
for this purpose. 

In closing, I wish to thank the committee for furnishing me with an oppor- 
tunity to present this problem to it. I am prepared to furnish specific examples 
and any further facts or figures in which the committee may be interested. 


SuGGEsTED SUPPLEMENT TO SECTION 6316 oF INTERNAL REVENUE CODE or 1954 


“Provided that where foreign currency cannot by reason of exchange controls 
be readily converted into dollars, the regulations issued under this section shall 
permit (1) payment in such currency of United States income taxes on income 
in such currency, and (2) the payment in such currency of estate and gift 
taxes on the transfer of assets which can be readily liquidated only in such 
currency.” 

Mr. Boces. Of course, that correction could be made by striking 
out the discretionary language in the section. 

Mr. Gisrs. Now, if it were done that way, then even where there 
was no exchange control the United States taxpayer could pay in for- 
eigncurrency. Weare not asking that, Mr. Chairman. 

If there were no exchange control blocking that foreign currency, 
if there was any way the taxpayer could use his income from the 
foreign country or those assets to pay the taxes 

Mr. Boaes. Yes, but if there were no exchange control, it would 
make no difference to the Treasury of the United States whether it 
was paid in foreign currency or United States currency. 

If there is no exchange control, the T reasury of the United States 
can immediately convert “the foreign currency into dollars. 

Mr. Gines. That is true. I had not thought of that. There would 
be no reason, then, why the United States Government could not con- 
vert it into dollars itself. 

Mr. Boggs. So there is no reason for having that kind of distinction. 

Thank you very much, Mr. Gibbs. I appreciate your bringing that 
matter to our attention. 

Mr. Gress. Thank you, Mr. Chairman. 

Mr. Boces. Has Mr. Nuveen come in? 

Mr. Nuveen. Yes. 

Mr. Boaes. Will you be good enough to identify yourself for the 
record, please, sir ? 


STATEMENT OF JOHN NUVEEN, JOHN NUVEEN & CO. 


Mr. Nuveen. My name is John Nuveen. I have been identified 
by association with the investment company which bears my name. 

I appear here not as representative of them, or any particular group 
of the investment business, but purely as a citizen who is concerned 
about the security of the country. 

I have had considerable background in this particular area, espe- 
cially as a 2-year consultant in the Department of Commerce on the 
matter of foreign investment. 
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The thing that I want to point out which I do not think has been 
emphasized in any of the other testimony, is that foreign investment 
can be approached from two angles: One is the general economic de- 
velopment of the country. The other is the impact on the cold war. 

It seems to me that the latter approach is the more important. As 
such, it cannot be discussed separate from our total strategy in the 
cold war. 

This spring the State Department put out a booklet entitled “The 
Sino-Soviet Economic Offensive in the Less Developed Countries.” 
The important thing to me is contained in chapter 2 in which it quotes 
Mr. Khrushchev as saying: 


We value trade least for economic reasons and most for political purposes. 


It seems to me if we are going to regard the effect of foreign invest- 
ment and the possibilities of it in the context of the cold war, we have 
to think of it in terms of the political effect it is going to have. 

Now, I have no disagreement with the things that have been said 
by those who have advocated more liberal tax treatment and other 
measures to encourage investment. 

I merely want to point out that to the extent that this encourages 
general investment abroad, for instance investment in Canada, it has 
no real impact on the cold war. The study that I made in 1954 when 
I was in the Department, which is included in my written report, will 
indicate that at that time out of the $17 billion of foreign investment 
there was only a little over 1 percent invested in the underdeveloped 
countries which are the focus of the cold war and that the increase in 
investment in those areas since then has only been at the rate of $53 
million a year, that is really since 1950. 

I should qualify that by saying this is not the total investment, but 
the total investment in other than the extractive industries which do 
not develop the economy of the countries in the context of which these 
a think of economic development as a means of a better way of 
life. 

So my point is that I think the committee ought to consider all 
these things in the light of our total political policy and have the dis- 
cussions include our foreign policy in regard to the political develop- 
ment of these countries as well as the economic development. 

That is all I care to say, Mr. Chairman, unless you have some ques- 
tions other than to request that my statement be included in the record. 

Mr. Boees. Your statement will be included in full in the record. 

We appreciate your coming here today. If you have any supple- 
mental information that you desire to supply the committee with, it 
will be appreciated. 

Mr. Nuveen. Thank you, sir. 

(The statement referred to follows :) 


STATEMENT OF JOHN NUVEEN, CHICAGO, BEFORE THE SUBCOMMITTEE ON FOREIGN 
TRADE POLICY 


I am John Nuveen of Chicago. My entire business career has been in the in- 
vestment business. I was especially active in handling South American govern- 
ment loans in the twenties and also personally handled the purcase of the 
majority of the first municipal improvement loans of the municipalities in Puerto 
Rico. While chief of the Marshall plan mission in Greece in 1948-49, and dur- 
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ing 1949-50 when I served in a similar capacity in Belgium, I was deeply involved 
in the problem of encouraging American direct private investment abroad. In 
1954—56, I served as consultant on foreign investment to the Assistant Secretary 
of Commerce on International Affairs. The present publication of the Depart- 
ment of Commerce known as Investment Opportunities Abroad was initiated 
during my tenure and as a result of my efforts. So far as I know my experience 
in this field, both here and abroad and with Government as well as private en- 
terprise, is unique. I make this:‘immodest statement only because it may help 
to explain why some of the conclusions that I am going to present are in dis- 
agreement with the generally accepted dogma on this subject. 

(1) There is great confusion about investment abroad, primarily I believe be- 
eause it can be discussed from two angles; namely, as an instrument for develop- 
ing the United States economy or as an instrument of foreign policy, and not in- 
frequently the two angles conflict. I choose to discuss foreign investment from 
the political rather than the economic point of view. 

(2) From a political point of view, foreign investment is not an end but a 
means. It can be used by us aS a means of developing friendly relations with 
underdeveloped areas and thus moulding them into free societies, but it can also 
be used by the Sino-Soviet bloc to develop friendly relations with the same areas 
and thus moulding them into Communist societies. Any question about this 
was certainly removed when over 3 years ago the Soviet Union announced their 
program of foreign aid as a means of winning Communist allies. The obvious 
conclusion then is that foreign investment as an instrument of foreign policy 
cannot be usefully considered by itself but only as one minor part of our total 
foreign policy. In this context it would sharpen future hearings if they were 
held under some such subject as the relationship of investment abroad to foreign 
policy. 

(3) From an economic standpoint American free enterprise has had spectacu- 
lar success in establishing business abroad. It has demonstrated flexibility and 
resourcefulness in conducting business under governments where practices which 
we would label as graft are an accepted tradition and only excess is condemned ; 
in countries where financial instability is chronic; in countries where govern- 
ments change frequently and usually by revolution; and other problems which 
are not ordinarily encountered in our democratic economy. 

(4) It is important to recognize that although such business has been con- 
ducted successfully from an economic standpoint, in some instances it has con- 
tinued for more than 100 years without effecting any important political change. 
Foreign business must learn to operate under the status quo, and this may result 
in actually supporting, directly or indirectly, a government that is resisting the 
political ends which we desire, namely, the development of a free, democratic 
society. 

(5) Free enterprise is an important and integral part of the democratic 
process, and it is important that it be interpreted to underdeveloped nations, 
so far as possible, by actual example and operation in their midst. 

(6) The democratie process is a goal but not necessarily the means of achiev- 
ing the goal in a country where 90 percent of the voters may be illiterate. Free 
enterprise is likewise a goal but not necessarily the means of achieving the goal. 
We recognized that ourselves when our country was faced with a crisis in which 
time was of the essence, as we did at the outset of World War II. Under these 
conditions we abandoned free enterprise for a state-controlled economy. Prac- 
tically every underdeveloped nation today faces a crisis in which time is of the 
essence, and we must recognize the important role of a state-controlled economy 
in the development of a free society. 

(7) We must therefore neither rely solely or principally on free enterprise 
nor be overcritical of those countries that find it necessary at this stage of their 
development to undertake a degree of state control of economic development 
which in our mature society and system we feel is undesirable. 

(8) Those who advocate direct investment abroad as a means of winning the 
cold war frequently cite the figures of United States direct foreign investment 
and suggest that if this can only be stepped up our problems would be solved. 
A closer look at the figures will quickly show the fallacy of this idea. While 
I was with the Department of Commerce I made an analysis of United States 
direct investment abroad as of 1954, and the breakdown is as follows: 
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Value of United States direct foreign investment, 1954 
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} Japan, Australia, New Zealand, Union of South Africa, Philippines, Liberia, Israel. 


It is important to recognize that, generally speaking, investment in the 
extractive industries, mining and petroleum, while providing income to a country, 
does not produce the kind of dynamie industrial development which the under- 


developed countries desire. Breaking down the total investment in the under- 
developed industries, we get the following: 
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It will thus be seen that less than 1 percent of direct foreign investments in 
1954 had an effective impact on the underdeveloped countries in the context of 
the cold war. 

(9) More recent figures published in the September 1958 Survey of Current 
Business indicate that the total investment in other than the extractive indus- 
tries in all of the Middle East; Africa, excepting the Union of South Atriea; and 
the Far Hast, excepting Japan; Australia and New Zealand, only total $241 mil- 
lion in 1950, and by 1957, had only increased $372 million, or an average of $53 
million a year. Contrast this with the $1,500 million which the Soviet Union 
invested in 8 key countries in the underdeveloped areas in the past 3 years, and 
it will be apparent how insignificant American direct foreign investment has 
been. 

(10) Many ideas have been advanced and a few schemes have been tried for 
encouraging direct foreign investments. The guaranties regarding convertibility 
of foreign profits and against expropriation, which were authorized by the Mar- 
shall plan legislation in 1948 and have been continued by its successor organ- 
izations, have had disappointing and negligible effect. The U. N. tried to de 
velop a model investment law that would protect and reassure investors, but it 
soon became apparent that in the instances of the least stable governments, who 
in many cases were eager to adopt it, it would only prevail during the tenure of 
that government. While we should not abandon these efforts nor the explora- 
tion of other means of facilitating international investment, we should face the 
facts of the present situation squarely. Whatever part private investment may 
be able to play in the development of the underdeveloped countries, the strength- 
ening of the free world can only be accomplished when our own Government 
recognizes that it must play a major role in any such undertaking, and this in- 
volves recognizing that there must be political development concurrent with 
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economic development. This involves long-range planning on a wide front in- 
cluding every phase of political, social, and economic life with the likely assist- 
ance of the United Nations. 

(11) We must never lose sight of the fact that our goal is to build strong free 
nations, not strong Communist nations. Freedom is basically political, and there 
must be political as well as economic planning in our foreign policy strategy. 

(12) I will make the statement and invite it to be contradicted, that in no 
instance of an underdeveloped country do we have plans for assisting the po- 
litical development of the country nor are we fully aware of the steps in the 
evolution of a free society, the means of achieving them, and a possible time- 
table for their accomplishment. On the other hand, I believe that the Commu- 
nists do have such a plan for every key underdeveloped country for developing 
it into a Communist country. This points up the challenge to our present policy. 

(13) I am enclosing a memorandum prepared 3 years ago that outlines this 
problem and possible solutions in greater detail. 


[Revised November 21, 1955] 


CONCLUSIONS REGARDING THE STIMULATION OF INVESTMENT IN FOREIGN COUNTRIES 


The attractive idea that United States foreign investment might rapidly 
develop the underdeveloped countries of the world and thus immunize them 
against communism has fired the imagination of various public and private 
agencies. The idea is doubly attractive because, if valid, it would reduce or 
eliminate the necessity for appropriations for foreign aid and technical assist- 
ance and solve the problem of our national budget deficits. 

It has produced a wave of research and study and a sudden volume of reports. 
Some of the organizations and their publications should be listed : 


COMMISSION ON FOREIGN ECONOMIC POLICY 


Report to the President and the Congress, January, 1954; Clarence B. Ran- 
dall, chairman, which includes a chapter on— 


United States Foreign Investment: 
(a) The Conditions Conducive to Private Investment Abroad. 
(b) United States Taxation and Investment Abroad: 
(1) Rate Reduction. 
(2) Removal of Certain Restrictions on Foreign Tax Credits. 
(3) The Choice of Form of Investment Abroad. 
(4) Other Tax Proposals. 
(c) Government Guaranty of Private Investment Abroad. 
(@) The Role of Public Lending. 
Roles of the International Bank and the Export-Import Bank. 
(e) Foreign Investment and Economic Stability (also see “Message From 
the President of the United States Transmitting Recommendations 
for Further Developing the Foreign Economic Policy of the United 
States,” January 10, 1955). 


COUNCIL ON FOREIGN RELATIONS 


“The Future of Underdeveloped Countries—Political Implications of Eco- 
nomic Development”; Eugene Staley, senior economist, Stanford Research 
Institute, 1954. 


HOOVER COMMISSION (COMMISSION ON ORGANIZATION OF THE EXECUTIVE BRANCH OF 
THE GOVERN MENT) 


“Task Force Report on Overseas Economic Operations,” June 1955. Chapters 
on Public Lending and Private Investment, by Stuart Pittman and Charles A. H. 
Thomson ; and Overseas Personnel Administration, by David A. Robertson. 


NATIONAL PLANNING ASSOCIATION AND WOODROW WILSON FOUNDATION 


“The Political Economy of American Foreign Policy; Its Concepts, Strategy, 
and Limits,’ 1955, William Y. Elliott, professor of government, Harvard Uni- 
versity. 
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UNITED NATIONS 


(1) “Processes and Problems of Industrialization in Underdeveloped Coun- 
tries.” Department of Economic and Social Affairs, 1955. 
(2) “Foreign Capital in Latin America.” Idem, 1955. 


UNITED STATES DEPARTMENT OF COMMERCE 


“Factors Limiting United States Investment Abroad.” 

Part 1. Survey of Factors in Foreign Countries, 1953. 

Part 2. Business Views on the United States Government’s Role, June 1954. 

Part 3. Study of Factors Limiting American Private Foreign Investment. 
Summary of Preliminary Findings and Recommendations, 1953. (This was the 
most important of the three reports but was not published because of lack of 
funds. Itis available only in mimeographed form.) 


THE TWENTIETH CENTURY FUND 


“Approaches to Economic Development—Our Stake in the Underdeveloped 
Areas is Political as Well as Economic and Humanitarian,” Norman §. Buchanan 
and Howard §. Ellis, 1955. 

In addition to these general studies, 13 other studies of missions sent out by 
the World Bank have been published, as well as 7 investment guides by the De- 
partment of Commerce. The Stanford Research Institute has now under prep- 
aration for the Asia Foundation studies on 7 of the far eastern countries, only 
1 of which is completed. In addition, the Foreign Operations Administration 
has stimulated economic surveys of more than a dozen countries. The list is 
as follows: 


WORLD BANK (INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT) 


Reports published by the Johns Hopkins University Press, running usually 
300 to 500 pages. Dates of publication are indicated. 
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UNITED STATES DEPARTMENT OF COMMERCE—INVESTMENT GUIDES 


Colombia Philippines 

India Union of South Africa 
Pakistan Venezuela 

Paraguay 


STANFORD RESEARCH INSTITUTE 


(Studies on stimulating foreign investment under preparation for the Asia 


Foundation) 
Burma Pakistan 
Ceylon Philippines (published September 12, 
Indonesia 1955) ° 


Japan (published September 20, 1955) Thailand 
FOREIGN OPERATIONS ADMINISTRATION 


Economie studies were stimulated and in many cases financed in the follow- 
ing countries: 


Belgian Congo Formosa Liberia 
Bolivia Gold Coast Libya 
Brazil Haiti Paraguay 
Burma India Peru 
Chile Indonesia Philippines 
Colombia Iran Turkey 
Ecuador Japan Uruguay 
Egypt 
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Into this already crowded domain a working group on a special assignment 
launched its explorations in order to prepare “such recommendations as may 
be appropriate concerning United States policy with respect to stimulation of 
investment in underdeveloped areas.” Its approach has been largely through 
the detailed study of individual countries by subcommittees composed principally 
of the countries’ specialists in the various agencies. The following countries 
were covered: Brazil, Burma, Colombia, Egypt, Federation of Rhodesias and 
Nyasaland, India, Indonesia, Iran, Philippines, Thailand, and Venezuela. 

The conclusions upon completing these 11 studies may be briefly stated as 
follows: 

(1) While the exercise of preparing these reports has been helpful to many who 
participated in the preparation, it is doubtful if any useful knowledge has been 
added to the information already available in published studies on the various 
countries and known to our resident missions. It would doubtless have been more 
profitable for the group to have spent this time studying the reports already 
written, rather than writing new ones. 

(2) Economic factors are less important in building dynamic free nations 
than social and political factors, but too little attention has been given to the 
latter and there is particularly a deep reluctance to face squarely the difficult 
problems of corruption in government which discourage private investment, and 
of traditions in education and religion that deter individual development, which 
is the foundation of a free society. There is equal disinclination to grapple 
realistically with overpopulation, which completely dominates all other problems 
in certain key countries. 

(3) In few underdeveloped countries is the present investment climate suffi- 
ciently favorable to make it likely that private capital can do an adequate iob of 
nurturing a free society so that it will be immune to Communist propaganda, 
The problem of improving the investment climate is a complex task involving 
coordination of all phases of social science. 

(4) The attempts to appraise the yearnings of the people of other nations 
as shaped by their own social and political traditions and history, and influenced 
by Communist propaganda, clearly indicate the impossibility of any group sitting 
several thousand miles from the scene of fully understanding, much less being 
able to formulate a continuing program for dealing with, the basic emotions 
involved in the strategy of the cold war. 

Based on the results of the working group studies, but more on the extensive 
studies previously completed as well as personal experience, it is possible to 
make some observations and recommendations leading to a positive program. 


OBSERVATIONS 


(1) The underdeveloped areas of the world that include over a billion people 
and a substantial proportion of many of the most strategic raw materials, are 
of vital concern to the United States in the struggle with Russia for world power. 

(2) The economic development of these areas in a manner that will aline 
them with the free nations and save them from communism is just as important 
to the interests of our country as was the economic recovery of Europe in the 
immediate postwar period in order to save it from communism. 

(3) The Marshall plan faced the comparatively simple problem of restoring 
a highly developed economy in a mature, industrial society with social and 
political institutions similar to ours. The development of underdeveloped areas 
is incomparably more complex and difficult. It involves creating something 
that has not previously existed. It involves dealing with people whose traditions 
are dissimilar to ours and whose emotions we frequently find difficult to under- 
stand. Furthermore, such development involves to a large degree changing 
social and political institutions which are resistant to change. 

(4) The emphasis on the importance of the Marshall plan was such that 
Congress contemplated the expenditure of $16 billion in Europe over a period of 
4 years for economic purposes alone, and when the agency to administer the 
plan was set up, it received over 80,000 applications from men in all walks of life 
offering their services. There must be an even greater interest created in the 
importance of the problems of underdeveloped areas, as well as an understanding 
that leadership in accomplishing social and political adjustments is more impor- 
tant than dollars in providing the necessary solutions. 

(5) Private investment can at best only deal with a part of the total problem. 
In the most critical areas, the absence of a favorable investment climate pre- 
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cludes any substantial aid from private capital. The first task, therefore, becomes 
one of changing the investment climate, a collective term which includes the 
factor of financial and political stability, public as well as private integrity, 
sufficient educated public opinion to support tax, labor, and other legislation 
which will aid the entrepreneur and insure opposition to measures which will 
unduly exploit and harass new enterprises. In general, it may be said that 
when a favorable investment climate has been created in a substantial majority 
of the underdeveloped countries, the cold war will have been resolved in favor 
of the free world. Private investment, therefore, is more the reward for having 
achieved a dynamic free economy, rather than the means of securing it. As 
such, it may be used as an incentive for effecting necessary social and political 
changes. 

(6) The opportunity of leading or guiding and assisting a whole nation to a 
higher standard of living is a difficult but rewarding task that should challenge 
the patriotism and capacity of the ablest leaders our country has. They can only 
be enlisted, however, if they will be given the authority and support appropriate 
to the responsibility. 

(7) While the emphasis on training in both the Wriston and Hoover reports 
is important, we must not be carried away with the idea that a particular 
curriculum of education is the only one that will produce outstanding leaders. 
Men of outstanding ability develop in all areas of activity and all disciplines, 
and their recruitment for tasks in world leadership can both broaden and intro- 
duce new vigor into a foreign service that otherwise can too easily become 
ingrown. Men with practical experience in politics have frequently demonstrated 
a greater capacity for dealing with the political leaders of other countries than 
those who know only the theory. Likewise, economic problems are likely to be 
attacked more realistically by a man with practical business experience than 
one who has had none. While it is important to provide for tenure which will 
attract young men into Government service, it is more important to give to 
those who are responsible for our foreign operation the power to secure the ablest 
people for the task, wherever they may be found. Ambassadors are our generals 
in the cold war and it should be as unthinkable that they any more than military 
generals be appointed for political considerations alone. 

(8) It is quite obvious that the State Department policy of shifting personnel 
every 2 or 3 years in order to insure objective reporting is totally unsuited to 
our present task of giving real leadership throughout the world and bringing 
things to pass. Unless the chief of mission and his principal assistants can 
remain at one post long enough to obtain a knowledge of the local situation that 
is comparable to that of the local political leaders, they cannot command their 
respect, or have the knowledge and influence to carry out an effective policy. 
A tour of longer than 5 years rather than less would be desirable. The effective, 
if somewhat limited, accomplishments of our Christian missions in establishing 
colleges, hospitals, agricultural programs, over the past 150 years, etc., was not 
accomplished by men who were shifted every 2 years to a different part of the 
world, but rather by those who dedicated themselves to a particular area and 
people. 

(9) Leadership in world affairs requires that we know where we are going 
and how we are going to get there. More particularly, it involves a program 
of strategy for each nation. The drawing up of such a program should not be 
attempted by a task committee several thousand miles away, nor a team of 
experts riding through on horseback. The exercise of drawing up a program 
is the best possible training for the staff that are going to have the responsibility 
for carrying it out. 

RECOM MENDATIONS 


The most challenging problems that our Government faces are those brought 
about by the sudden transformation of our country from a comparatively 
irresponsible observer in the world seene to the leader in world affairs. 
Mobilization to meet this new and great responsibility naturally begins with 
the State Department, but will require all the cooperation that other departments 
ean give. 

(1) While some minor reorganizations have taken place in the Department of 
State since the war, they have not been adequate, either in direction or magni- 
tude, to cope with the present task. It must be possible to delegate greater 
responsibility to the chiefs of overseas missions, decentralizing much of the 
work now done in Washington. It is equally important, as emphasized by the 
Hoover Commission, that our foreign operations be fully coordinated through 





- r 
EN 


as a et 


a aieebaianemeeeniaenacsmnasnnentt 





304 PRIVATE FOREIGN INVESTMENT 


giving the Ambassador line responsibility over all personnel, thus “enabling 
the United States to speak effectively with one voice abroad, the voice of the 
Ambassador in each country.” 

(2) In order to engage the deep interest and full cooperation of other agen- 
cies, they should have the primary responsibility for selecting the men to repre- 
sent them in overseas activities, such men then to have functional responsibility 
to the departments they represent, but line responsibility to the Ambassadors. 
This, in substance, is another of the Hoover Commission recommendations. 

(3) The responsibilities of our present world position call for qualities of 
leadership and experience in our foreign staffs which were not demanded be- 
fore World War II. There should be a careful reappraisal of all personnel to 
make sure they are qualified for present tasks. If necessary, this should be 
done under the supervision of a bipartisan commission with extraordinary pow- 
ers to effect the personnel reorganization that is necessary, including the pow- 
er to provide termination or retirement allowances and a moratorium on bump- 
ing. We must staff in the shortest possible time an effective diplomatic army. 
The job and its requirements must come ahead of the individual. 

(4) The starting point in each country should be the selection of a team of 
men best qualified by knowledge, experience, and capacity to win the respect of 
the leaders of a particular country, work out a long-range plan as well as short- 
term objectives, and carry them through. 

(5) Economic development is the hopeful dream of every underdeveloped 
country and the drawing up of a plan of strategy to this end should be the first 
objective of the country team under the leadership of the Ambassador. The 
recommendations of the committee on industrial technical cooperation of the 
Association of Consulting Management Engineers, Inc., could well be made the 
outline for such an undertaking. The five members of this committee are not 
only prominent in their profession, but between them have participated in re- 
lated assignments for our Government in Brazil, Chile, Panama, Iran, Egypt, 
Turkey, Japan, Philippines, and in general studies in Scandinavia, South Africa, 
South America, and the Near East. 

(6) Persistent efforts must be continued to effectuate the recommendations of 
the Committee on Foreign Economic Policy. 

JOHN NUVEEN. 


Mr. Boggs. Is Mr. Nave here? 
Will you identify yourself for the record, please ? 


STATEMENT OF C. W. NAVE, AMERICAN CHAMBER OF COMMERCE 
FOR BRAZIL 


Mr. Nave. My name is C. W. Nave. I am speaking on behalf of 
the American Chamber of Commerce for Brazil, in Rio de Janeiro, of 
which I have been an active director for a number of years. 

I resided in Brazil from 1923 to 1947. Until my retirement I was 
vice president and general manager and director of the Atlantic 
Refining Co. of Brazil. 

The statement is as follows: 

We have attempted to provide a frame of reference for the com- 
ie based on our experience as American businessmen operating 
abroad. 

We have then attempted to list in quite broad brush strokes the 
major problems that we feel should engage the attention of the 
committee. 

The nature of the problem: It seems to be the concern of our 
friends in foreign lands that our domestic commercial and political 
policies often stand in the way of our foreign policy and they ques- 
tion not so much our loan and support policies as they do our surplus 
commodity disposal program, our restrictive tariff policies, and our 
double taxation. 
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Let us not underestimate the magnitude nor confuse the source of 
the difficulty. 

This is the first time that any nation has been faced with the respon- 
sibilities of world leadership under the direction of a democratically 
elected government and without the colonies and outposts of empire. 

Our enemies are not hindered by disciplines and they bring, also 
for the first time, all the machinery of modern technology to the 
services of an absolute autocracy. 

It must now be clear that American leadership abroad cannot con- 
tinue indefinitely to be exercised through the expenditure of taxpayers’ 
money. Such a leadership is a costly and demanding business. It 
can only be undertaken by a free economy on a commercial basis, 
operating under a profit motive. 

With almost half the wealth and productive resources of the world 
it might appear that the United States is well able to compete with 
state and slave systems. 

But in certain areas the United States is already in trouble and the 
problems to be overcome are massive and complex in the extreme. 

Thus, your findings will concern themselves with the survival of 
our country and of the things for which we stand. 

Areas of investigation: Out of the complexity of the problem we 
have attempted to select a few of the matters which should come under 
your specific investigations, We list the following: 

1. Competition and costs: As American businessmen, we are deeply 
concerned at the growing disparity in the markets of the world be- 
tween the price of American goods and those manufactured elsewhere. 

Not only are American labor costs and the high standard of living 
ars us out of world markets but, at the same time, we are facin 
discriminatory measures against American goods in the tariff an 
currency fields partly because of price, partly because of exchange 
shortages, and partly because American producers and consumers 
goods and design have often become too fancy, too heavy, or too 
luxurious. 

The loss of foreign markets would be serious enough in itself, but 
it has two other results which may be equally serious. 

In the first place, the United States must rely more and more on 
exports to pay for the importation of vital raw materials. 

The other serious aspect of this development is that we are losing 
the commercial initiative throughout the world and, as fast as we 
lose the initiative, it is being taken up by the Communist and social- 
istic states. 

We would thus be in favor of legislation which would accomplish 
the following objectives : 

A. Bring American labor cost trends into line with productivity. 

B. Bring American private industry into a more competitive posi- 
tion abroad by reducing corporate and individual tax burdens and 
by granting less restrictive depreciation allowances. 

2. Private foreign investments: Apart from the export of Ameri- 
can commodities, the most productive way of balancing our interna- 
tional accounts is by foreign investments. 

To foster such investments, the private investor must consider the 
dangers of expropriation and exchange losses, of socialistically sub- 
sidized competition, and of the burden of double taxation. ‘ 
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In this connection we would point out to the committee the follow- 
ing basic points for consideration. 

Continuing American support is essential for the development of 
friendly countries, particularly in Latin America, if such support is 
not to be sought from Moscow. , Hye 

This American support must either come from private foreign in- 
vestments or from governmental grants and loans. It would be to the 
advantage of all concerned if the job could be done by private in- 
vestments. 

Let us take the case of double taxation as an example. Already 
subjected to many uncertainties, the added necessity of supporting a 
double tax burden is often the final deterrent to private foreign 
investment. 

If governmental grants or subsidies are called upon to fill the gap, 
the burden on the American taxpayer would be many times more 
than the reduction of fiscal income involved in the first instance. 

We are, therefore, in favor of legislation which accomplishes the 
following objectives : 

A. Reduces the burden of double taxation on private or corpo- 
rate investments abroad. 

B. Discourages the use of American taxpayers’ money for 
socialistic enterprises, or for the invasion of fields better served 
by private investments. 

. Favors loans in place of grants-in-aid. 

D. Seeks to protect foreign investments against expropriation 
or discrimination. 

3. Governmental financing: It is recognized that in certain fields 
governmental loans will be essential to the development of friendly 
countries. 

In this connection, it is our conviction that the Export-Import 
Bank is much more suited to the service of American interests than 
the World Bank. 

One of the functions of the Export-Import Bank is the financing 
of American export trade. Since foreign competitors are often aided 
by socialistically conceived export bonus programs and governmental 
guaranties for long-term financing, the committee should favor and 
strengthen this service of the Export-Import Bank. 

As an example, substantial American investments in Brazil’s auto- 
motive industry are seriously threatened by lack of steel. These in- 
dustries may now be forced to operate on Government-purchased 
stocks from Europe because of lack of financing for American steel. 

Mr. Chairman, you were recently in Brazil and I am sure that was 
brought to your attention. It isa very critical situation. 

We would thus favor legislation aimed at— 

A. The extension and strengthening of the Export-Import 
Bank. 

B. The reduction of loans which operate on a government-to- 
government basis or which depend upon governmental approval 
of the projects involved. 

C. Ruling out the type of organization represented by SUN- 
FED—Special United Nations Fund for Economic Development. 

D. Rescuing the International Monetary Fund from its present 
status—even to the point of merging it with the World Bank. 
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4. Surplus commodities and import restrictions: The international 
aspects of our various agricultural support programs should merit 
the close attention of your committee. 

Our willingness—or, even, eagerness—to dispose of surplus agri- 
cultural products is often damaging to our good commercial relations 
throughout the world and to the free market principles that we expect 
others to follow and in which we ourselves profess to believe. 

Equally puzzling to our foreign friends is our recent imposition 
of import duties on such items as lead and zinc. When every study 
of the dwindling mineral resources of the United States points to the 
need for conservation, it is particularly difficult for these friends to 
understand why we are willing to contemplate virtual disaster to their 
local economies in order to placate a small segment of our own. 

It would thus be our recommendation to advance all legislation 
which— 

A. Favors promoting our trade at the highest rather than the 
lowest level. 

B. Favors extension of reciprocal trade and lower tariffs. 

C. Takes cognizance of the damage to struggling economies if 
world prices of commodities on which they rely get so far out of 
line that they cannot meet their legitimate commitments and 
requirements. 

5. Cooperation between Government and business: It has been our 
experience that the diplomatic policies of the United States are often 
pursuing objectives which cut across the interests of American business 
abroad, or which do not permit of open and full cooperation. 

It is suggested that the Canadian system of assistance to Canadian 
business interests abroad be carefully and sympathetically studied by 
your committee. 

This situation has shown marked improvement in Brazil in recent 
years. However, in the overall situation, there is still room for im- 
provement and increase of confidence on both sides in the sharing 
of a common task. 

One of the important tasks of your group will be to create a better 
climate of cooperation both domestically and abroad between Ameri- 
can business and American governmental missions and between the 
various Government departments themselves. 

It is not unusual to find, for instance, the Treasury pursuing poli- 
cies which are inimical to those of the Department of Commerce, and 
to find our foreign aid missions unsympathetic to the local economic 
missions. 

In a tight competitive situation, it has been our experience that our 
foreign competitors can marshal their treasury, financial, trade, and 
diplomatic resources speedily and effectively in support of their com- 
mercial interests. 

We would recommend— 

A. More business background and/or training for top career 
diplomats. 

B. Greater interchange, in both directions, on the part of con- 
gressional as well as private committees, study missions, and 
investigations. 

©. Greater liaison for study for foreign personnel in American 
schools and universities. 
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This statement is supported by 3 attachements, 1 from the American 
chamber in Rio and 1 from the American chamber in San Paulo, 
which I would like to have included in the report. 

Mr. Bocas. Without objection, the attachments will be included. 

Thank you very much for your statement. 

Mr. Nave. Thank you, Mr. Chairman. 

Mr. Boges. I would like to congratulate the American chamber in 
Brazil for the fine work that it is doing. 

Mr. Nave. Thank you very much. 

(The attachments referred to are as follow :) 


JUNE 10, 1958. 
Hon. Roy R. Rusorrom, 
Assistant Secretary of State for Inter-American Affairs, 
American Embassy, Rio de Janeiro. 

DEAR Mr. Secretary: The board of directors of the American Chamber of. Com- 
merce for Brazil, Rio de Janeiro, at its regular monthly meeting held today 
adopted. the following resolution concerning United States foreign aid which, it 
was felt, may be of interest to you. 

“Having noted press reports to the effect that the United States Government 
is about to reexamine its policy and program of foreign aid, this chamber feels 
it timely to record its views on this subject as follows: That a fundamental 
revision.in said program is indeed needed, based upon the principle that com- 
munism cannot be fought successfully through the fostering of socialism or 
socialistic undertakings; and that United States public funds available for loan- 
ing should be placed selectively where they will assist in making real contribu- 
tions to the economic welfare of the free world, rather than allocated on an 
emergency basis and dispersed so widely that maximum benefit is lost. 

“This chamber believes that in the matter of foreign aid not connected with 
direct political-military objectives (as in the case of Yugoslavia) the best inter- 
ests of the United States and the free world will be served if the following prin- 
ciples are borne in mind: 

“1. That in many cases the lack of progress of so-called underdeveloped coun- 
tries has not been caused by repression from outside sources. 

“2. That in these cases there is a long tradition of progress at a slower rate 
than in the so-called developed countries, thus progressively widening the gap 
between the two groups. 

“3. That access to borrowed funds alone will not improve the economies of 
countries which continually must seek loans, and that over a long period of time 
the servicing of such borrowings simply adds to their financial burdens. 

“4. That one common pattern of these countries is the practice of using gov 
ernment moneys in ventures which history (in these same countries) has proven 
cannot be efficiently operated by government. The vast sums which have heen 
poured into these ventures over the years are clear proof that capital alone will 
not assure the success of any enterprise. 

“5. That the United States Government is not financially capable of supporting 
indefinitely the economies of countries which channel substantial portions of 
their revenues into inappropriate ventures rather than into normal government 
responsibilities such as military and police organizations, universal education, and 
the abolition of illiteracy, highways, river and harbor systems, public health 
including water supply and sewage disposal, dependable postal service, flood 
and drought control, etc. 

“6. Therefore, in view of the foregoing, such United States funds as are avail- 
able for loaning should be apportioned to those countries which do not employ 
public resources in appropriate ventures. Where loans are justified in the 
light of these principles we feel they should be made promptly, in adequate 
amounts, and on conditions not unduly onerous to the borrower.” 

In the interest of brevity this resolution is general and deals only with broad 
principles; however, should you be interested in more detail we would be very 
pleased to furnish additional clarification or explanation. 

Respectfully yours, 
C. P. SCHOELLER, 
President, American Chamber of Commerce for Brazil. 
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STATEMENT OF THE BOARD OF DIRECTORS OF THE AMERICAN CHAMBER OF COMMERCE 
FOR BRAzIL, SAO PAULO, ON THE SUBJECT OF UNITED STATES TAXATION OF INCOME 
DERIVED FRoM SourcES ABROAD 


There seems to be few, if any, dissenters from the idea that greater United 
States economic assistance to, and trade with, countries like Brazil is highly 
desirable, and that the more of this cooperation that can be effected by private 
enterprise, as opposed to United States Government lending institutions, the 
better for all concerned. 

To firms and individuals already living and doing business in Brazil, who come 
into frequent contact with North American firms and individuals who are study- 
ing diversification into the foreign field and who are casting an interested eye 
upon Brazil but simply cannot justify in their minds the taking of the decisive 
step, there seems to be, crystal clear, one measure, practical and sound, that 
would contribute greatly in providing the necessary encouragement and incentive. 

Artificial means for creating this incentive to private enterprise has been, and 
still are, the object of exhaustive and interminable study. But no plan seems 
to have been yet evolved that does not depend, somewhere in its structure, upon 
United States Government guaranty or upon other forms of United States Gov- 
ernment intervention or support of a very concrete nature. 

Natural stimulus to private capital and trade is best provided by affording to 
it an unrestricted opportunity and freedom to compete in the field for which it 
judges itself best suited. Brazil is notoriously a country of considerable attrac- 
tion to many United States firms and individuals, but in a large percentage of 
cases their actual studies go no further than the preliminary stage. 

There is, however, one pecuniary consideration important enough, alone in it- 
self, to swing the balance in many cases against any contemplated transfer from 
the United States to Brazil. It is the cold fact, inescapable and very consequen- 
tial, that equality of competitive conditions does not exist for them in Brazil 
because of the terms of their own United States tax laws. 

Thus, only a few of those who would otherwise transfer their homes or their 
business interests to Brazil succeed in justifying in their own minds the advis- 
ability of a move of their homes and resources, or of their stockholders’ capital, 
in the case of corporations, to a foreign country offering so many incalculable 
hazards in combination with a definitely preestablished tax burden of substan- 
tial proportions. The relatively few who finally decide to make the move are 
usually those who are especially trained or particularly well-established tech- 
nically and financially in lines of endeavor which present, in Brazil, exception- 
ally underdeveloped competitive conditions. 

The natural deterrents to transferring one’s family or one’s resources to a 
foreign country hardly need recounting. The unknowns of language, climate, 
temperament, lack of guaranty of all sorts for the comfort and happiness of the 
individual, and of associates of proven reliability in the case of corporate or 
financial ventures, coupled with the appreciable risks of dubious existing and 
frequently altering standards of treatment of foreign interests and of the ever- 
present hazard of exchange fluctuations, are some of the many obstacles to the 
expansion of United States interest. 

The natural obstacles touched upon above will probably be with us for at 
least many decades to come. But the most decisive obstacle is not a natural one. 
It is the United States interests’ unfavorable competitive status in Brazil, and 
it ean be eliminated by a simple, logical, and equitable act of United States 
legislation. 

Present United States tax law serves as a direct and, in many cases, a com- 
plete deterrent to the activities of United States citizens and United States cor- 
porations in Brazil, instead of offering them any semblance of the professed 
policy of encouragement of such activities. 

These United States interests in Brazil are, by reason of this present law, 
placed at a serious permanent disadvantage compared to the citizens and the 
national interests of almost every other country of the world. Not only Brazil- 
ian citizens, but citizens of almost all other foreign countries, whose Govern- 
ments do not tax them on their business activities outside their own native coun- 
try, enjoy decisive advantage, in that all other than United States citizens and 
United States businesses pay one tax only—that which the Brazilian Govern- 
ment exacts. The United States citizen and the United States business, on the 
contrary, pay that same tax to Brazil that all others pay, plus an additional tax 
of about 100 percent—to the United States Government. 
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It would seem superfluous to produce more lengthy argument in favor of tax 
relief. Any effort expended toward obtaining correction of the existing situation 
should be exerted in endeavoring to draw attention to the desirability of expe- 
diting action in removing this glaring barrier. It is a serious, and indeed insur- 
mountable, in many cases, obstacle to the achievement of United States aims of 
promoting business with its neighbors. Instead, it opens the door wide to in- 
terests of other foreign countries to supply the technical organizations and capi- 
tal which Brazil needs and, we may be sure, will draw from somewhere else 
if not from the United States. 

There are unmistakable signs that United States interests are well on the way 
to losing many of the advantages which were gained in Brazil during the last 
decade. Other nationalities are demonstrating increasing interest in expanding 
to Brazil, due in no small part to unsatisfactory political and economic condi- 
tions existing in their own homelands. 

It has long been the conviction of many of us that the more United States 
of America citizens and businesses establishing themselves in Brazil, the 
closer will become the cultural, political, and economic ties between the two 
countries, and the greater will be the interest of additional United States of 
America capital in participating in the establishment and operation of bene- 
ficial enterprises of all kinds. 

We have long been equally convinced that exemption from United States of 
America taxes of all kinds, including income, capital gain, gift, and estate taxes 
(on earnings in Brazil) would be the least costly, the fairest, and the most ef- 
fective contribution that the United States Nation could make toward sub- 
stantial and permanent improvement in Brazil-United States of America rela- 
tions. 

This chamber still, emphatically, holds this same conviction, and hopes the 
effectuation of this important and realistic legislation will not be long delayed. 


STATEMENT OF THE BOARD OF DIRECTORS OF THE AMERICAN CHAMBER OF COM- 


MERCE FOR BRAZIL, SAO PAULO, ON THE SUBJECT OF THE EXxport-IMPORT AND 
WorRLD BANKS 


We have studied the annual reports of the World Bank and have nothing but 
admiration for the excellent work which has been done. The bank’s official 
name is the International Bank for Reconstruction and Development. It was 
established after the war in 1946, when reconstruction and development were 
of such paramount importance—particularly in devastated Europe, which has 
quite rightly been the recipient of nearly 50 percent of the bank's loans. While 
the bank is a worldwide organization, its inception, management, and about 
70 percent of its financial backing all come from the United States. 

The efforts of the United States in world rehabilitation, through all her 
various and extensive aid programs, have apparently been quite successful. 
In fact, as American businessmen engaged in international trade, we sometimes 
wonder whether these efforts have not gone almost to the point of subsidy when 
We see ourselves seriously underquoted by ex-enemy countries who, in addi- 
tion, seem to have sufficient money left over to provide long-term financing and 
venture capital to set up local competitive industries in Brazil. 

When we turn to the Export-Import Bank, founded originally in 1936, we 
find that its avowed purpose is a different one. It exists solely for the purpose 
of financing and advancing the foreign trade of the United States. Let us 
inake the distinction clear by reading two excerpts: 

From the general policy statement of the Export-Import Bank-——“The bank 
extends credit only to finance purchases of materials and equipment produced 
or manufactured in the United States.” 

From an annual report of the World Bank—“The improved supply position 
in Europe * * * has enabled European suppliers to benefit from the bank’s pol- 
icy of encouraging the purchase of materials and equipment from whatever 
source could offer the terms most favorable to the borrower.” 

Thus, the activities of the Export-Import Bank clearly tend to expand the 
foreign markets of the United States. 

Our European competitors, both by necessity and long usage, are accustomed 
to financing sales on a large scale, often assisted by bilateral trade treaties 
and governmental guaranties on long-term financing. Large American com- 
panies are neither willing nor set up to finance sales and, where necessary, 
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foreign customers have had to turn to United States Government financial insti- 
tutions for the necessary credit facilities. 

As American businessmen, we naturally have every sympathy with the present 
administration’s emphasis on private industry and private financing. But, as 
far as Brazil is concerned, we ask that careful consideration be given to the 
following : 


1. Brazil has not received any gifts or grants—only carefully considered and 
well-secured loans. 

2. Brazil has a good record for fulfilling her obligations. 

3. Brazil has allowed her industrialization to get ahead of her ancillary 
services such as, for instance, transportation. The expansion of these services 
is therefore a prerequisite to the further flow of private capital. 

4. Large-scale financing by Brazilian banks or by United States of America 
private banks is not at present available—although this is a long-term goal to 
be most earnestly sought. 

5. While we have great faith in the future of Brazil as a partner and as 
an expanding market, we must admit that Brazil is at the moment going through 
a serious financial crisis. Any precipitant action or abrupt change of policy 
might not only heighten that crisis but might endanger even further, in favor 
of Europe, our friendship, our future participation in this important market, and 
United States capital already invested here. 

Mr. Boaes. Our last witness for today is Mr. Toro. 

Will you identify yourself for the record, sir? 


STATEMENT OF CARLOS E. TORO, MANAGER, WORLD TRADE DE- 
PARTMENT OF THE GREATER DETROIT BOARD OF COMMERCE 


Mr. Toro. My name is Carlos E. Toro. I am manager of the world 
trade department of the Greater Detroit Board of Commerce, a non- 
profit organization incorporated in the State of Michigan and dedi- 
cated to serving the business community of Detroit. 

Mr. Boces. We are happy to have you here, sir. 

Mr. Toro. Thank you, sir. 

With your permission, Mr. Chairman, I would like to read my 
statement since I believe it does include a bit of economic analysis 
that has barely been touched on in that part of the hearings which 
I was privileged to hear today. 

Mr. Bocas. Go right ahead. 

Mr. Toro. First, however, I would like to express my appreciation 
to the committee for giving my organization an opportunity to make 
known its views on the important subject now before you. We feel 
that the committee should be complimented on recognizing how im- 
portant direct foreign investment by American business has become 
to the free-world economy generally, and to the United States foreign- 
trade policy specifically. 

In the short period available it would be presumptuous to attempt 
to give the committee more than an outline of what the Detroit busi- 
ness community believes are the reasons for the continued outflow of 
direct investments, their effect on the economy of the recipient nations, 
and the interrelationship between foreign investment and United 
States trade policy. 

American business invests abroad for profit. Whatever the effect 
of such investment may be, and whatever other reasons compel con- 
sideration of a foreign country as a possible site for productive or 
extractive facilities, the desire for profit is basic. 

I think, though, we should not lose sight of the fact that the profit 
to be obtained abroad may not be large or immediate. It may be long 
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delayed or, indeed, it might be fear of loss of oo that impels an 
American firm to go abroad for the purpose of investing corporate 
funds. 

Three significant developments in the postwar world have turned the 
atention of American business toward direct investments abroad as a 
useful and profitable device for business expansion : 

1. The continued shortage of dollars on the part of potential buyers 
of American goods. 

¥. The rapidly rising demand by billions of people for more of the 
material things of life; and 

3. The accelerating consumption of primary raw materials, both at 
home and abroad. 

A few words about these developments. There has been a very heavy 
flow of dollars into the world economy through foreign-aid programs, 
national and international lending institutions, military expenditures 
— by the United States, and rising imports into the United States 
market. 

However, it is still true that the potential demand for American 
goods is far in excess of any possible dollars available to the world at 
large. 

Faced with this fact, American business has realized that it takes 
foreign countries less dollars to service investments made for the pro- 
duction of capital or consumer goods than it would take to purchase 
these or similar goods directly from the United States. 

In consequence, foreign demand is being increasingly satisfied from 
foreign sources, ES managed, or aided through such devices as 
patent and license agreements, by American business firms. 

The profits from such operations are then transferred back to the 
parent ene, or are allowed to accumulate for further business 
expansion abroad. 

Thus, foreign direct investments contribute directly to the satisfac- 
tion of demand abroad, relieving the strains on available dollar re- 
sources, and aiding materially by spreading of technical know-how and 
managerial talent around the world. 

Few would dispute that the benefits of such technical assistance 
accrue to the benefit of the investment receiving country by raising its 
standard of living, thus potentially making it a better customer for 
the United States over the long run. 

One of the important facts of our life is that the people who for 
centuries have lived on the edge of starvation now demand their 
own industrial revolution. We may argue that the pace of this 
revolution is too fast in many instances, that the accumulation of 
capital and know-how is too slow to support the ambitious develop- 
ment schemes based on political promises, but the revolutions are 

oing forward, and, in many lands American investments are provid- 
ing leadership in sound planning, expert execution, and solid 
training. 

And, perhaps most importantly, American investment carries with 
it the principle of the profit motive, the basis of our own economy. 

Not too many of the direct investments undertaken by American 
firms abroad have been in underdeveloped countries. In many in- 
stances it has been a desire to take advantage of a fast growing 
economy, or the necessity to maintain markets which, with continued 
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— restrictions often due to dollar shortages, might otherwise be 
ost. 

I might point to such obvious examples as investments in the United 
Kingdom and other countries in the British Commonwealth, which 
permit the investor to serve the entire sterling area without recourse to 
Nollar exchange except for the remittance of profit. 

One can cite the emerging market in Europe which may reduce the 
export potential from the United States for certain types of goods. 
We can look at Brazil and Argentina, countries which are in almost 
continuous foreign exchange difficulties and which are undergoing 
constant inflation, but which are regarded by many investors as 
countries having a great future. 

For whatever reason a specific investment is made abroad, the bene- 
fits are manifold, to us and to the investment receiving country. By 
providing capital and know-how abroad, by satisfying foreign domes- 
tic demand, by freeing dollars for other purposes—or by providing 
goods and services not otherwise aiaibelibhameniiie business is 
serving this Nation and serving the free world through enlightened 
self-interest. 

By supplying capital and know-how, American business provides 
one of the most successful foreign “aid” ventures known. 

Moreover, many of our companies have provided technical assistance 
for many years, predating our own Government’s and the United 
Nations’ technical assistance programs for a generation or more. 

And it does not cost the taxpayer a cent. 

By supplementing the flow of capital abroad with top-flight 
managerial and technical skills, expert use of the capital resources, 
American business, by serving itself, also serves our national objectives 
and, indeed, the free world. 

By aiding development abroad the free world is strengthened, capi- 
tal needs abroad are met without recourse to the taxpayer, and na- 
tional policy is furthered. 

But there are serious obstacles to the freer flow of private foreign 
investment. It is axiomatic that foreign investments entail risks not 
present at home: Political instability, the danger of nationalization 
or expropriation, foreign exchange risks such as inconvertibility of 
currencies, devaluation of currencies, and arbitrary taxes. 

These added risks demand a return over the long run which is com- 
mensurate with the risk taken. 

Some of these risks and obstacles are within the power of Congress 
to alleviate. But it is obvious, too, that some of them are inherent in 
doing business in areas with different legal and social climates. Re- 
moval of many of these obstacles is outside the scope of unilateral, 
or even bilateral, action on the part of the United States. 

While the program of negotiating treaties of friendship, commerce, 
and navigation is a useful one, and although we welcome the 
emergence of so-called investment treaties assuring national treatment 
of foreign owned corporate entities in other countries, the ratification 
of such treaties is, in effect, little more than recognition of existing 
conditions. 

Obviously, a country not willing to accord treaty conditions to 
American investors would not undertake to negotiate such a treaty 
with the United States. 

33415—58——21 
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I would like to add this is also for the special tax forgiving series 
of treaties now being tried by the State Department. 

I believe it is still true that'a country which is willing to undertake 
to have a guarantee where it at least affords a favor able climate to 
American investors would receive such investment to a considerable 
degree even without the negotiation of a treaty, although this is a 
very healthy step forward if it turns out to be successful. 

Under our mutual security legislation a beginning was made to 
provide certain forms of insurance coverage for foreign investors, 
specifically against the risk of inconvertibility of currencies, 
expropriation, ¢ ‘and war risk. 

Since this program was based on intergovernmental agreements 
between the country for which insurance coverage is provided and 
the United States, the same criticism can be made here as was made 
in regard to treaties; namely, that they recognize existing conditions. 

While the investment insurance program has had some limited 
success, we feel an expansion would not be desirable because of the 
implied Government interference with businesses through the neces- 
sary scanning of investment programs, and the potential drain on the 
Federal budget. 

If we agree that the flow of private foreign investments should be 
accelerated, we must seek ways to accomplish this more rapidly than 
through an educational campaign telling foreign nations to improve 
their investment climate. 

We need a more effective unilateral program by the United States 
to make it more profitable, with due regard for the unusual risks en- 
countered abroad, to invest corporate funds. Such a program is 
advocated by the Greater Detroit Board of Commerce along with 
many other organizations, and it involves lower taxation of earnings 
of corporate investments abroad. 

We recommend the passage of legislation reducing the United States 
income tax on earnings derived from foreign investments. But before 
saying a few words about the principles underlying our views on taxa- 
tion of foreign earned income, I want to mention the conventions for 
the avoidance of double taxation. These conventions are a highly 
useful device for eliminating or ameliorating the overlapping taxes 
sometimes levied in two jurisdictions on earnings in one of them by 
residents in another. 

While further elimination of double taxation is desirable, this 
is not a special-incentive program, but nothing more than the elimi- 
nation of obstacles due to a conflict in tax jurisdictions. 

Although some countries abroad recognize and apply the prin- 
ciple that earnings should be taxed only where earned, the application 
of this principle to existing United States tax legislation seems im- 
practical at this time. 

However, in recognition of the added risks inherent in foreign 
investments, and in recognition of the importance of increasing the 
flow of private foreign-investment capital, United States tax laws 
should be amended, in the view of the Greater Detroit Board of 
Commerce, by applying a lower corporate income-tax rate to earnings 
derived from abroad. 
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To insure that this tax benefit would accrue only to those types 
of investments abroad which could be considered to be productive 
and constructive, and not to an expansion of exports of goods and 
services, careful drafting of these changes would be essential. 

A good start was made on this in an internal-revenue bill passed 
by the House in 1954, but, as you recall, the pertinent sections of the 
bill were deleted in the United States Senate. 

I might also add that the bill by the chairman, H. R. 12368, would 
be an extremely useful device along this line. 

The tax reduction should be adequate to provide a real incentive 
for direct foreign investors, and as a minimum the extension of the 
Western Hemisphere trade corporation tax treatment of a 14-per- 
centage-point reduction under the regular corporate income-tax rate 
on foreign- -earned income would be useful. 

Another important change in United States taxation of foreigni- 
earned income which would be of substantial benefit to foreign in- 
vestors would be an amendment delaying the taxation of corporate 

branch income earned abroad until such income is repatriated. 

This would remove the discrimination under United States tax 
laws between a foreign subsidiary and a foreign branch in regard 
to repatriation of income, and would permit ‘United States firms 
investing abroad to choose the form of foreign corporate structure 
more freely, balancing the advantages of a subsidiary, with a lower 
tax rate, against the advantages of using a branch which would con- 
tinue to be allowed to offset losses against domestic earnings, as at 
present. 

A program such as this would not entail a serious loss of revenue 
on the one hand, and would, on the other, provide a sufficient incentive 
for foreign investors to contribute more heavily to the flow of private 
capital into productive channels abroad. 

With the accompanying know-how, American private capital would 
provide help for greater development abroad, thereby reducing the 
need for public funds for deve ‘lopment and consequent savings to the 
taxpayer. 

We believe that private foreign investments are worthy of receiving 
incentives which can best be provided by unilateral tax changes on 
the part of the United States. 

Should the members of the committee have any questions, I shall 
be happy to answer them to the best of my ability. Thank you. 

Mr. Boages. Thank you very much. 

Do you have any questions, Mr. Machrowicz? 

Mr. Macnrowicz. Mr. Toro, I compliment you on your fine state- 
ment and also for the fine work which you and the Greater Detroit 
Board of Commerce are making in that area 

Mr. Toro. Thank you, sir. 

Mr. Macurowicz. Although I do not speak directly for the auto- 
motive industry, the automotive industry is a part of the chamber of 
commerce, 

Mr. Toro. So far as I know. 

Mr. Macnrowicz. So far as you know they express the views that 
you have expressed in the statement ? 
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_ Mr. Toro. They doindeed. They participate in the policy delibera- 
tions undertaken by the responsible committees which declarations 
are later submitted to the full board of directors and thereby become 
the official position. 

Mr. Macurowicz. The reason I mention this is that one of the wit- 
nesses yesterday implied there has been a change in the attitude taken 
by the automotive industry on this general question. Do you know 
of any such change? ‘ 

Mr. Toro. That would be very important news to me indeed. I am 
not aware of any change of any kind. 

I might say this: that perhaps the news that we in Detroit follow 
very closely, of a substantial increase in foreign cars, may have con- 
cerned some witnesses who do not share our views, but I believe that 
this is a competitive problem which indeed worries the automotive 
industry, but less from the angle of foreign trade policy, I am sure, 
than from the point of view of product development and consumer 
tastes. 

As you said yourself, Mr. Machrowicz, I do not represent the auto- 
motive industry, but I believe I would express their views if I were 
to say that the automotive industry is very devoted to the fact that 
the consumer is boss and it has found to its chagrin that a good many 
consumers in this country have for one reason or another decided to 
buy a smaller European car and I also understand that Detroit is try- 
ing to figure out what would be the best competitive way of meeting 
this challenge. But it certainly is not through the change in our own 
trade policy unless it were for a liberalization which would be good 
not only for the United States, but for the world at large. 

Mr. Macurowicz. Thank you very much. 

Mr. Toro. May I amplify this just a little bit, Mr. Chairman? 

Mr. Boces. Go right ahead. 

Mr. Torro. I happen to have seen an article in the current issue of 
a magazine called Popular Mechanics, which in a special column run 
into it entitled the “Detroit Listening Post,” explains a rumor about 
the development of a new type of engine to be used in a small car by 
the General Motors Corp. This appeared in the December issue. 

According to this article, General Motors at least hopes that it will 
be a very substantial competitive challenge to the importation of Euro- 
pean cars. Again, I am sure that our automotive industry would like 
to meet that competition, but it would be on a competitive basis. Let 
us find the product that the American buyer wants to buy. 

Mr. Macurowicz. Thank you very much. 

Mr. Toro. May I insert this in the record, Mr. Chairman ? 

Mr. Boces. Without objection. 

(The material referred to follows :) 


{From Popular Mechanics, December 1958] 
Detroit LISTENING Post 
By Art Railton 


It has the quietest, smoothest, air-cooled engine ever built. That’s the verdict 
of those who have driven the new General Motors small car. 
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Three of the six-cylinder engines have been produced thus far for test. All 
are aluminum die castings. No cylinder liners are used. The aluminum alloy 
(the real secret of the engine) is the product of egg-headed research at GM’s 
peariy ney center, which is beginning to pay off handsomely on the money GM 
put into it. 

The first test engine did very poorly, say insiders. Gloom was everywhere. 
Changes were made and the second version went through a 25,000-mile durability 
run like nothing. No problem, no wear, nothing but good news. Like new when 
— down. The third engine is now undergoing a longer, more arduous dura- 

lity test. 

This horizontal opposed air-cooled six means a new era in engine design is 
ahead. It also pushes the still-too-expensive gas turbine into the even dimmer 
future. (Anyway, the turbine would be no good for around-town use and is suit- 
able only for long-distance cars. ) 


FOR ALL GM CARS? 


This new GM engine design can be built in sizes to power everything from the 
Cadillac down to the new small car. You can expect to see it in all General 
Mtors cars within 3, maybe 2 years. Everybody realizes that engines are too 
big, too heavy, too complex—the new design will be simple. 

The noise problem (supposedly inherent in air-cooled designs) has been licked. 
The engine is quieter, better balanced, more watch-tickish than anything you’ve 
seen. The whole project has been an engineer’s delight and will prove what 
United States engineering can do when allowed to dig into something deeper than 
a pushbutton heater. 

Chevrolet will build the car. Property has been bought for the new facilities. 
Major components (all of which are new and not shared with any other car) 
will be built in new plants. Actual assembly will be done in the existing 
Chevrolet facilities. 

Production techniques for the small car could revolutionize the industry. The 
brains at the technical center have come up with some fabulous cost-cutting ideas. 
A whole new era is opening up here also. 

The new car will be in the dealer’s showrooms before the end of September 
1959. It will not be called a Chevrolet, although there may be the name Chevro- 
let somewhere in the title (like Chevrolet Corvette). A battle currently is raging 
as to who is going to sell it. 

Chevrolet wants it exclusively, but the other divisions, realizing how weak 
GM’s imports, the Opel and Vauxhall, will be against this new competition, want _ 
to sell it, too. 

Price is expected to be $1,900 and up. 

Remembering now that all the foregoing is based on the existing state of af- 
fairs. If the situation changes, these plans could be changed (or even shelved). 
But that is unlikely—and it grows more unlikely with each passing day. 


WHAT ABOUT FOREIGNERS ? 


General Motors now realizes that there is money, big, big money, in small cars. 
Why should the foreigners get it all? 

With General Motors in, what happens to the foreign-car business? (A bigger 
and more important question from General Motors’ viewpoint is what will happen 
to the used-car business?) 

The new GM small car will make it necessary for foreign’ manufacturers to 
get competitive in styling and in the niceties. Owners may be willing to put up 
with inadequate heaters, slow windshield wipers, uninspired interiors, and other 
minor debits to get a small, fun-to-drive car today. But when GM offers them 
the small car plus all the niceties we thin-blooded Americans have grown accus- 
tomed to, things may be different. In any case, the public will be the winner as 
competition stiffens. 

Volkswagen is believed to be aware of and even getting ready for the upcoming 
battle. VW is rumored (just rumored) to have a new car in the works for 1960— 
a car especially aimed at appealing to the American market. It won’t replace 
the present model, but is expected to augment it. 
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New car or not, VW is expected to have a new (and additional) engine for 1960, 
probably a new transmission with synchromesh first gear, too. Also rumored 
is that the present VW will be retained with some lessening of luxury to allow 
its prices to be cut so sharply that it will be far below GM’s car in price. 

Looks like an exciting year ahead, no? 

Mr. Boces. Last year when we were engaged in the struggle to ex- 
tend the trade-agreements program, if I remember correctly, the 
Detroit Chamber of Commerce urged strong support of that program. 

Mr. Toro. Unwavering, sir. 

Mr. Boaes. You see no indication of regret for its support? 

Mr. Toro. None at all. 

Mr. Boges. Thank you very much, Mr. Toro. 

Mr. Toro. Thank you, Mr. ‘Chairman. 

Mr. Boces. The committee will adjourn until 9 o'clock tomorrow 
morning. 

(Thereupon, at 3:10 p. m., the subcommittee was recessed, to re- 
convene at 9 a. m., Thursday, December 4, 1958.) 
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THURSDAY, DECEMBER 4, 1958 


Housrt or REPRESENTATIVES, 
SUBCOMMITTEE ON Foreign Trapve Poiicy 
or THE CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The subcommittee met at 9:07 a. m., pursuant to recess, in the com- 
mittee room, New House Office Building, Hon. Hale Boggs, chairman 
of the subcommittee, presiding. 

Mr. Boeas. The subcommittee will come to order. 

Our first witness this morning is Mr. M. J. Epley, Jr., vice president 
and assistant to the board chairman of the Texas Co. 

Mr. Eptey. Good morning, Mr. Chairman. 

Mr. Boaes. We are happy to have you, Mr. Epley. 

Mr. Ertey. Thank you, sir. 

Mr. Boees. For the purposes of the record, will you identify your- 
self, please. 

Mr. Eptey. I will be delighted. 

Mr. Boces. You are very well and favorably known to this member 
of the subcommittee. 

Mr. Epetey. Thank you, Mr. Chairman. 


STATEMENT OF M. J. EPLEY, JR., VICE PRESIDENT AND ASSISTANT 
TO THE CHAIRMAN OF THE BOARD OF THE TEXAS C0. 


Mr. Eriey. My name is M. J. Epley, Jr. I am vice president and 
assistant to the chairman of the board of directors of the Texas 
Company in New York. 

In today’s struggle for survival the foreign trade policy of the 
United States can strongly influence the speed and effectiveness with 
which the Soviet challenge of economic warfare is met and defeated 
in the free world arena. ‘These policies are complicated by many 
factors, and we are pleased to see this experienced and well-qualified 
subcommittee undertake the urgent and important task of studying 
the entire field of foreign trade policy, including means of stimulating 
private foreign investment. 

We in Texaco appreciate the opportunity to suggest some of the 
things we feel are desirable to encourage the expansion of United 
States private investment abroad. We have endeavored to do this 
from the point of view of an integrated American oil company, en- 
gaged in foreign operations for more than 50 years, with interests in 
most countries of the free world. 

American companies have assumed substantial risks and encountered 
many obstacles in establishing a splendid record for private invest- 
ment abroad during the postwar period. 
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At the end of 1957, the total value of United States private foreign 
investments was slightly less than $37 billion compared with approxi- 
matelv $17 billion at the end of 1947. This is a net increase of about 
$20 billion in the last 10 years, and represents a very significant con- 
tribution to the free world’s dollar supply and to the economic devel- 
opment in many foreign countries. American petroleum investments 
abroad have led all other categories, standing at $9 billion in 1957. 

During 1957 alone, private United States investment abroad in- 
creased by almost $4 billion, a figure more than double the amount sup- 
plied under the United States economic aid program during the same 
= So far this year such investment seems to be continuing at 
nigh levels. 

he less developed countries have received a large share of this pri- 
vate investment. During the last 10 years American firms have more 
than doubled their investments in these countries, which by the end 
of 1957 constituted about 45 percent of the value of all United States 
direct investments abroad. 

The importance of United States private investment abroad has re- 
cently been given new emphasis by the President in his address to 
the Colombo plan nations at Seattle. He urged that continued eco- 
nomic development abroad be pressed to strengthen freedom and polit- 
ical stability in foreign nations and pledged the support of the United 
States toward thisend. He further noted that: 

The resources of American private capital are far larger than the amounts 
which our Government can provide. Most of the productive talent and resources 
of our society are in private hands. * * * 

If this country is to be of greatest help to less developed countries therefore, 
its private resources will need to be drawn upon to the greatest extent possible. 

In his statement the President sensed an urgent need for close co- 
operation in support of our foreign trade policy between the public 
and private sectors of our economy, and recognized that Government 
measures are not a substitute for the vitality, initiative, and capital 
of private enterprise. 

Substantial private investments have been made in some countries, 
particularly by the petroleum industry, where the local political situ- 
ation was not always stable and the climate for investment was, to say 
the least, variable. But, at the same time, these and other problems 
have deterred other companies from assuming the attendant risks. 
We would now like to point out what we feel are some of the principal 
deterrents, and make several suggestions as to how the United States 
Government can help to remove or counteract them. 

Many of the problems in the other countries of the free world have 
risen from the desire for rapid change and improvement, particular] 
in economic conditions. The resulting pressures have inevitably af- 
fected the political, social, and economic structures of these countries. 
Because these structures have not proved adaptable to the requirement 
of rapid change in an orderly manner, political instability has resulted. 

In many areas of the world there is substantial lack of understand- 
ing of American motives and objectives. This undoubtedly comes 
about partially through a natural resentment toward a wealthier and 
more powerful country, but there is also the feeling in some countries 
that the United States has acted selfishly and shortsightedly in its 
trade relationships. This atmosphere has undoubtedly deterred some 
private investment in such countries. 
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It is difficult to determine the depth and seriousness of these critical 
attitudes toward the United States. But, it would certainly be pru- 
dent to view them with caution and do whatever is feasible to improve 
them. This is specially true at this time when international commun- 
ism is making such presistent efforts to penetrate many of these coun- 
tries through propaganda, infiltration of labor unions, universities, 
and political groups and through trade expansion. 

Another deterrent to be considered is that many of these countries 
still do not have realistic and consistent policies toward private for- 
eign capital. These policies toward the foreign investors are often 
subject to sudden change, and with at least some political elements 
advocating extreme measures including nationalization of foreign- 
owned enterprises. As a result an uncertain environment is offered 
the foreign investor. 

The harm which this situation has done to paritcular areas is well 
illustrated by the petroleum policies of several countries which have 
placed petroleum development in the hands of national monopolies. 
These policies, which have increased the burden on taxpayers and con- 
sumers and resulted in unnecessary and large-scale waste of foreign 
exchange, have certainly discouraged private petroleum investment, 
and in some of these countries such policies are beginning to be ser- 
iously questioned by their citizens. 

Although economic growth of many foreign countries has been 
substantial in the postwar period, in many cases it has not been ade- 
quate to keep pace with the growing economic requirements and de- 
mands of the people, particularly the lower income groups. Many 
of these countries also have concentrated on rapid industrialization, 
which has added to the economic strain. As a result, most of such 
countries are continuously overextended economically. Excessive 
Government deficits and expansion of credit have caused serious con- 
tinuing inflation. Foreign exchange is used up as fast as earned, and 
sometimes even before. Reserves are seldom adequate to cover more 
than a few months’ imports. Because of these circumstances foreign 
payments have frequently been suspended or delayed and emergency 
measures taken to curtail imports. 

These economic difficulties have existed throughout most, of the 
recent years, and there is no present indication of improvement. This 
situation is disruptive to business operations of United States firms in 
the foreign area and is certainly discouraging to those contemplating 
investment in such a country. 

United States taxes on foreign income are an important factor in 
forecasting potential foreign profits, and to the extent that they in- 
crease operating costs are undoubtedly a deterrent to private invest- 
ment abroad. 

We feel these five problems, political instability, lack of understand- 
ing toward the motives of the United States, uncertain attitude toward 
private capital, chronic economic and foreign exchange difficulties, and 
taxes, are the root causes of many of the difficulties which tend to dis- 
courage substantial increases in private foreign investment today. 

Most of the problems which we have enumerated above have deep- 
lying origins, and it is difficult to know what concrete measures might 
entirely solve or avoid them. However, we wish to offer the follow- 
ing suggestions which we feel will assist in dealing with them: | 

1. Continued economic development in many of these countries 
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should contribute substantially to political stability through the im- 
provement of living standards. The extent of this development will 
largely depend on the economic policies of the governments of these 
countries to improve the climate for both local and private foreign 
investment. 

Such policies must be inspired and implemented within the coun- 
tries themselves. The United States Government, however, can assist 
these countries in achieving these objectives by loans to the govern- 
ments for roads, irrigation, sanitation, health, education, postal facili- 
ties, and other basic services upon which private enterprise depends, 
as a means of opening up new areas and new possibilities for pro- 
ductive private enterprise. 

These government-to-government loans are at times a prerequisite 
to increase private inv estment in a foreign country but in making such 
loans the United States Government should make every effort to 
eliminate overlapping efforts by private and public capital. Each is 
capable of doing certain things better than the other. 

Conflict usu: ully arises when governments try to spread public capi- 
tal into activities which private capital is able and willing to han- 
dle. The inevitable result is competition between public and private 
enterprises, and discrimination against the latter. Under these cir- 
cumstances, private capital cannot do its job and public capital is 
wasted in activities in which it is not effective. But most of these 
problems can be worked out if costs and benefits are analyzed real- 
tically. 

It would seem that it is not always clear to official United 
States representatives abroad just how far they should go in sup- 
porting American business activities in the countries to which they 
are assigned. Clear and vigoroiis instructions should be issued to 
support ‘these activities in ever y proper way, just as nationals of other 
countries are supported by their governments. This should be 
further implemented by a continuing interchange of information and 
discussion of mutual problems and objectives between American busi- 
nessmen and representatives of our Government. 

3. Much of the misunderstanding between the United States and 
other countries could be eliminated by substantially increased per- 
sonal contact among our people and theirs. This can be accomplished 
by placing greater emphasis upon encouraging Americans in both 
Government and business to mix with a much broader segment of the 
people of other countries. Americans and their families who are to 
live in such a country should be carefully selected and should have 
the willingness and desire to learn the language of the country to 
which they are assigned. They should conduct. their offic ial, busi- 
ness, and family life in a manner which reflects the highest standards 
6-7 as befits a guest in a foreign nation. 

. It would be unrealistic to expect less developed countries to adopt 
a scene of doing business precisely similar to that which has been 
built up in the United States under different conditions and in a dif- 
ferent period of history. However, in regard to important funda- 
mentals, the lessons learned in the United States can be of tremendous 
value to many of these countries. 

In particular, the corporate form of business with its many flexi- 
bilities should be more fully understood and adapted where suitable. 
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Any program to provide a better understanding of the private enter- 
prise system should not be built around proof of favorable results 
achieved in the United States. Rather, it should be focused on the 
great, contribution that private enterprise can make to the rapid 
internal economic development at the early industrialization stage 
presently characterizing so many of these countries. 

5. Many of the less developed countries of the free world are well 
endowed with resources and market potential, providing substantial 
opportunities for successful private investment. The real need is 
for these countries to develop attitudes and Government policies 
which will facilitate the flow of capital into the area on an increasing 
scale, 

The representatives of the United States Government in these 
countries should be able to assist materially in accomplishing this by 
emphasizing principles which must be understood to provide maxi- 
mum attraction to private foreign capital. Among these principles 
are: 

(a) The flow of private capital is the result of private decision of 
individual enterprises, which the United States Government does not 
control. 

(6) The responsibility for creating conditions which will attract 
private capital lies with the countries needing such capital. 

(c) In endeavoring to attract capital, countries desiring it must be 
competitive with investment opportunities available to such capital 
in the United States and other areas of the world. 

(d) Once an investment is made in a country, changes should not 
be made in the basic ground rules existing at the time of the original 
investment. Longstanding damage can be done to a country’s ability 
to attract private capital by failure to deal fairly with existing for- 
eign investments, 

(e) Nationalization of any foreign-owned enterprises permanently 
damages the attractiveness of that country as a place for further 
investment of foreign capital. Whenever agitation for national- 
ization occurs, a country can do much toward reassuring private 
investors. One way would be by public and unequivocal declara- 
tion that, in recognition of the fact that no amount of money dam- 
ages can ever adequately compensate for an illegal taking of property, 
the Government will fully respect the absolute sanctity of the state’s 
contractual undertakings and of the acquired rights of aliens. In 
addition, the Government should make it clear that even a national- 
ization which is not in violation of a contract will take place only 
upon (a) the publication of clear proof that the taking is necessitated 
by a dominating public purpose, and (6) prompt payment of ade- 
quate and effective compensation, including compensation for loss 
of anticipated earnings, as determined by agreement between the 
state and the alien or, in the event of dispute, by an international 
authority possessing jurisdiction in the matter. 

6. United States Government representatives can also help encour- 
age private capital to invest in foreign countries by negotiating 
stronger commercial treaties, which would help stabilize and broaden 
the assurance of fair and equitable treatment to United States in- 
vestors. Such treaties should include provisions against discrimina- 
tory taxation and foreign exchange policies, punitive labor laws, ad- 
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ministrative harassment, and assurances with respect to nationaliza- 
tion. 

7. A major deterrent to expansion of larger private American busi- 
ness operations abroad could be removed merely by better coordination 
of the foreign activities of the various United States Government 
agencies, requiring all of them to support fully the national policy of 
this country of encouraging private investment abroad. At present, 
at the same time the President and most Government agencies are en- 
couraging private foreign investment, the Department of Justice seems 
to be embarked upon a program of attacking foreign activities of 
American enterprises which have made substantial investments abroad. 
These attempts to superimpose our antitrust laws on the operations of 
American companies in other countries, which have quite different 
laws, customs, and traditions, are generally deeply resented by these 
countries as intolerable interference in their internal affairs. In some 
instances, these American enterprises have even been branded as 
criminals in the eyes of citizens of foreign countries. This has caused 
irreparable damage not only to these enterprises but also, we feel, to 
the United States which the people of many foreign lands see mainly 
in the image of the American companies operating in their country. 

8. We feel that any workable scheme to stimulate private investment 
must recognize the importance of profits to the investor. 

There seems to be a hesitancy in some segments of business to talk 
about the subject of profits. There is actually little reason why busi- 
ness should be shy about the fact that private capital can flow only into 
countries which recognize that private capital has to earn a profit. 

The amount of capital available for investment is limited, and there 
are many competing alternatives where it can and should be put to use. 
From the investor’s point of view, the security of the investment and 
the prospects of profit are, as they should be, the primary concern. 

In calculating whether a fair profit can be earned, it must be recog- 
nized that taxes, which were formerly a minor factor in the cost struc- 
ture of business, have now become a major cost consideration. The 
taxes to be paid are today one of the most important factors a private 
investors must consider in determining ihother to go into a foreign 
market. There would seem to be little doubt that bringing of United 
States tax laws up to date in this respect would encourage the move- 
ment of private capital to foreign areas. 

The following suggestions are submitted for consideration : 

(a) The present law permits a United States foreign tax credit only 
for taxes actually paid abroad. Thus, taxes forgiven by a foreign 

vernment are collected by the United States. The result is that tax 
incentives by foreign countries, such as pioneer industry laws, are in 
effect nullified. The Government should take such steps as are neces- 
sary to make it clear that United States companies will be allowed a 
credit against their income tax bills here for taxes waived by foreign 
governments. 

(6) The country-by-country limitation on foreign tax credits, can 
and does result in the ultimate payment of taxes aggregating more 
than the tax which would otherwise apply at the maximum United 
State tax rates. This per-country limitation on foreign tax credits 
should be removed. 

(c) Under the present law, profits earned abroad by foreign sub- 
sidiaries of United States domestic corporations are not subject to 
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United States tax until paid as dividends to the United States parent. 
However, profits earned abroad by the United States subsidiaries are 
subject to United States tax when earned. This imposes a enalty 
upon use of United States corporations for foreign operations. nited 
States subsidiary corporations carrying on business abroad should 
be permitted to defer paying United States taxes on foreign-source 
earnings until such earnings were distributed to the United States 
parent companies. Perhaps this could best be accomplished by the 
establishment of a special class of domestic United States corporations 
organized to carry on business abroad. 

(d) An extension of the 14-percentage-point tax deduction pres- 
ently granted to Western Hemisphere trade corporations to income 
from all foreign sources should prove a stimulant to overseas invest- 
ment. It is our understanding that this proposal has been advanced 
by others and is presently under consideration. 

(e) Situations exist where financing requirements, currency re- 
strictions, or local political developments make it advisable to group 
certain foreign subsidiaries under an intermediate foreign holding 
subsidiary. At present, unless advance permission is obtained from 
the Revenue Service, transfer of the stock of a subsidiary company 
to such an intermediate foreign holding company cannot be made 
without incurring a penalty tax. It would provide an encouraging 
degree of flexibility to remove the present restrictions on transfers of 
subsidiaries to intermediate foreign holding corporations. 

The above steps will, generally, permit the conservation of foreign 
earnings for reinvestment abroad. 

Private industry is being called upon today to provide a large part 
of the capital needed for world economic development. It cannot do 
the whole job. But it can do a big part of the job if the climate in 
which it can operate most effectively is better understood. 

We appreciate this opportunity of expressing the views of the Texas 
Co. on this important subject. Thank you very much. 

Mr. Boges. Thank you, Mr. Epley, for a very fine statement. 

Mr. Ertey. Thank you. 

Mr. Boaes. Any questions? 

Mr. Epley, I have just 1 or 2 questions. First, I would like to con- 
gratulate you on your statement. I think it is very helpful, and very 
much in line with some of the suggestions of some of the members of 
the subcommittee. In your operations abroad, both your own com- 
pany and your associated companies, how are your relationships with 
the governments in the countries where you do business? How would 
you describe them ¢ 

Mr. Eptry. We think they are very good, Mr. Chairman. We do 
our best to live in a country as a United States citizen should, and to 
respect the laws of that country. I think that many are familiar with 
the great job that one of our affiliated companies, Aramco, has accom- 
comes in that respect. Where we operate directly in the Western 

femisphere and in west Africa, and wherever any of our affiliated 
companies operate, we devote a great deal of effort to this. I really 
feel that we have to be modest about it, but I think we have done a 
very good job. 

Mr. Boges. As you undoubtedly know, the American petroleum in- 
dustry is one of the few industries that has invested heavily in the 
so-called underdeveloped areas of the world. 
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Mr. Ertry. That is right. 

Mr. Boaes. You mentioned west Africa. How are your operations 
there ¢ 

Mr. Ertey. We are principally in selling there. I believe we 
have some exploration concessions that we have not dev eloped yet, 
but are probably in the process of exploring geophysically. We have 
a few problems in some of those countries, but we try our best to 
handle our problems there in such a way that they will not only help 
us with our business, but will make us proud to be an American com- 
pany. We try to feel that we are representing the United States in 
the eyes of those people, and handle ourselves along that line. I 
think that we are getting along all right there, even though there 
are problems in the internal economies in many of those countries. 

Mr. Boces. Are most of your employees in these countries nationals 
of the countries? 

Mr. Eptey. Yes. We use nationals to the maximum extent prac- 
ticable. We even do that with our neighbors in Canada with our 
exploration company, Texaco Exploration Co., which, I think is the 
third largest company in Canada, e xploring. I think, out of around 
600 employ ees, we only have 20 Americans up there. 

In Colombia, where we have quite an extensive operation and are the 
largest producer, I think we have at this time, 96 Americans there 
out Sof 1500 employes, and we are replacing those with nationals even 
in management spots. We : are trying to bring the nationals along 
and train them, with the ultimate objective of having them take over 
every job that is practicable. We feel that some of those people have 
good abilities along those lines. 

Mr. Bosges. I noticed in your principal statement that you empha- 
sized that the American personnel abroad should learn the language 
of the country, familiarize themselves with the customs and culture of 
the country. Have you done this in your own operations? 

Mr. Epey. I might tell you exactly what we have done exactly along 
that line. We have issued very firm instructions to all of our foreign 
personnel that they must, within a period of 1 year, become fluent in 
the language of the country to which they are assigned or they will 
be moved from that country. We are insisting on this. We are 
going to do our best to get the people we send abroad as fluent as we 
can in the language of a ‘countr y before they go there, or, if not, we set 
up training courses in some countries so that the ver y first thing they 
do when the +y arrive there is become fluent in the language of the coun- 
try. We think that is most impor tant. We sometimes think this 
ought to be extended to the United States Government representatives, 
too. 

Mr. Boces. I am very happy to hear you say that. I asked some 
of our Government representatives this very question Monday, par- 
ticularly with respect to the ICA and the State Department people. 
To me, it is appalling the number of Americans that go abroad to 
these countries, even American ambassadors. who don’t speak the lan- 
guage of the country. 

In the underdeveloped countries your programs have helped, have 
they not, in building of schools and hospitals ? 

Mr. Eptry. Quite extensively, Mr. Chairman. As you know, from 
your broad travels throughout the world, when you go into one of these 
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less-developed countries there is just about nothing at all there. .You 
have to start from scratch, and you have to build up facilities for 
everything. As your development progresses, you have to build hous- 
ing for your employees in some areas. You have to build roads. You 
have to have water systems. You are just like a municipality or a 
State or a county government, for all practical purposes, insofar as the 
services that you ‘have to supply. 

Mr. Boaas. Of course, this subcommittee is particularly interested 
in your recommend: ations on the tax structure. Do you feel that, if 
the recommendations that you made on pages 12 and 13 of your main 
statement, (a) through (e), were adopted, they would encourage more 
private investment abroad ¢ 

Mr. Ertey. Mr. Chairman, I don’t think there is any question about 
that. I think we all recognize that in business, you have to assume 
some risk domestically or abroad. The risks abroad are usually 
greater, of course, and are, normally, a deterrent. But, on the other 
hand, your market potential and the possibilities of development and 
profit in a foreign country tend to overcome those risks, if taxes 
don’t take away all of the incentive. The things we have recommended 
should help. Perhaps there are things that should be done which will 
go further. We have tried to be practical and suggest things we 
thought would not be too costly to the Government, but would still 
serve as somewhat of an insipration to people to venture into some of 
the less-developed areas. 

Mr. Boaes. Of course, everyone engaged in business abroad, as well 
as anyone who has any interest in the United States, is aware of this 
present massive Soviet economic penetration throughout the world. 

Mr. Eriry. Yes. 

Mr. Bocas. It has been by observation that they do this more on a 
people- to-people basis by Communist infiltration and spreading of 
Communist ideology than they do it on a government-to-government 
basis. Would you say that American private investment is more a 
people-to- people program than our Government programs are that by 
necessity have to deal with governments ? 

Mr. Eptey. I can speak from my personal experiences on that, 
and they clearly indicnts that is correct. I have noticed many of our 
Government people, well particularly in Lran during the negotiating 
of the Iranian oil agreement who didn’t seem to be too interested in 
the Iranian people. They were there, and they did their job, but 
they generally associated with other Americans and not with the 
[ranian people. We have tried to get away from this in our company, 
and it is one of the reasons for our program of requiring them to learn 
the local language. We feel this will help clear away the barriers 
which normally exist between the people of a country and the American 
people who are there. We are strongly urging our people after they 
learn the language, to associate on a broad basis with the people in the 
country where they are assigned. 

I certainly agree with you. I think the Russians are doing exactly 
that. They are making friends with individuals in the country, and 
are selling themselves and through themselves they are selling Russia. 
We feel that the United States can do the same thing and do it better. 
We are trying to do it through our own company right now. 

Mr. Boaes. Iran is a good example. It is right next to the Soviet 
Union. 
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Mr. Ertey. It certainly is. 
Mr. Boees. Yet it seems to have as stable a government as you can 
find in the Middle East today. 

Have your relations with the Government of Iran been good? 

Mr. Ertey. They have been excellent from the very first when we 
first started negotiations on the oil agreement. The Iranians ap- 
proached them from the point of view of not being vindictive against 
the company which was in there before. They were very cooperative 
all the way through the negotiations. They have continued that way 
up to the present date. We have been very happy with our operation 
in Iran. 

Mr. Boces. One other question, then I will conclude. One of the 
real problems that so many of these either underdeveloped countries, 
or less developed countries, have is the problem of foreign exchange. 
One of the real problems in foreign exchange is that which comes 
from the requirement for dollars for the purchase of petroleum prod- 
ucts. Certain Latin American countries are the best examples of that. 
Brazil is one; Argentina is another one. 

When you are able to develop the local petroleum industry, you not 
only contribute to the development of the people themselves but you 
also contribute to the solution of this dollar shortage, do you not, 
by making it no longer necessary for them to purchase petroleum 
abroad? 

Mr. Eptey. You certainly do. You mentioned Latin American 
countries. I think Brazil is a good example. Almost all the foreign 
exchange of Brazil is used in bringing petroleum into the country. 

Mr. Boces. Right. 

Mr. Eptey. For many years the oil companies have been interested 
in going into Brazil, if the right climate was there for them. If they 
did go in we all felt, at least I certainly felt, it would not take too 
many years before they could develop enough petroleum resources in 
Brazil to release the large foreign exchange requirements and make 
this available for other industries, such as power, communications, or 
other things needed so badly down there. As it is now, petroleum 
uses up the foreign exchange, and the development of the country is 
held back. 

Mr. Boggs. I think, if I may make an observation, that Brazil 
is a good example of how Communist propaganda can operate. There 
has been no government in Brazil until recently that has been able to 
negotiate an agreement with private American capital to develop the 
petroleum resources of Brazil because of the political implications 
involved. Political implications come as a result of Communist 
agitation for the nationalization of the petroleum resources. I think 
it is very important that the operations of our American oil companies 
in other countries be examples so they are able to move into Brazil 
and counteract the Communist propaganda. What happened in 
Argentina recently is a good example. 

Mr. Eptey. I certainly agree with that. It reminds me of another 
thing that we do, too. We just do it without any limitations at all. 
We have our people under very firm instructions that they are not 
in any way to delve into the local political scene. In other words, 
they stay completely out of politics in any country we go into. We 
figure those are the internal affairs of the citizens of that country. 
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We do not want our people to have anything to do with them, whether 
favorable or unfavorable. We try to set a good example and reflect 
the United States to those people. We concern ourselves with Ameri- 
es but not foreign politics. 

r. Boaes. You have been very helpful, Mr. Epley. We appreciate 
your testimony. 

Mr. Ertey. Thank you, Mr. Chairman. 

Mr. Bocas. How our oil companies operate in these countries is 
good propaganda for ourselves. I have seen a lot of their operations 
and have never seen anything we could not be quite proud of. 

Mr. Ertey. Thank you, Mr. Chairman. You have been very kind. 
I appreciate the opportunity of being here. 

Mr. Boaes. The next witnesses are William J. Grede, director, and 
Donald H. Gleason, vice chairman, taxation committee, National 
Association of Manufacturers. We are very glad to have you gentle- 
men. 

Will you identify yourselves for the record, please ? 


STATEMENT OF WILLIAM J. GREDE, DIRECTOR AND FORMER 
CHAIRMAN OF TAXATION COMMITTEE, NATIONAL ASSOCIATION 
OF MANUFACTURERS 


Mr. Greve. Mr. Chairman, members of the committee, my name 
is William J. Grede. I am president of Grede Foundries, Inc., of 
Milwaukee, Wis. I appear here in behalf of the National Association 
of Manufacturers as a director and former chairman of its taxation 
committee. Accompanying me is Mr. Donald H. Gleason, assistant 
comptroller, the Corn Products Co., and a vice chairman of the NAM 
taxation committee. 

Mr. Boces. We are glad to have both of you. Do you have a pre- 
pared statement, Mr. Grede? 

Mr. Greve. Yes; I have. 

Mr. Boees. You may proceed with it. 

Mr. Greve. The National Association of Manufacturers, which was 
organized in 1895, includes a great number of small companies and 
many medium-size companies as well as major concerns in the manu- 
facturing field. Of a total association membership of some 20,000, 
approximately 83 percent have fewer than 500 employees. The associ- 
ation thus is broadly representative of American industry. 

A significant segment of our membership is directly involved in 
foreign business operations, and all of our members share the vital 
national interest in the expansion of free enterprise throughout the 
world. 

We, therefore, were most happy to learn that this committee would 
undertake hearings dealing with the broad subject of private foreign 
investment, and to have the opportunity to present our views before 


you. 

Your talk recently delivered before the National Foreign Trade 
Council, Mr. Chairman, reflects keen appreciation of the importance 
of both climate and clear operating rules for expanding the participa- 
tion of private American capital in the economic development of other 
countries. 
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At that time you outlined important tax factors which impede the 
flow of American capital abroad, and the transfer of such capital 
and accrued earnings from one country to another. You have clarified 
the problem of deferment of United States tax until income actually 
is disengaged from foreign operations, and we believe that the crea- 
tion of United States for eign business corporations would be a sound 
and equitable solution. 

Mr. Gleason is here to present in more detail our views regarding 
the establishment of such corporations. Before calling on him, how- 
ever, I would like to take advantage of this opportunity to discuss 
some of the broader implications of public policy, both at home and 
abroad, which prevent optimum economic development with private 

capital. 

These hearings fall in the shadow of the rec ent announcement by 
Communist Le: ader Khrushchev of a program of “capital investment” 
in the Soviet Union, between now and 1965, which will equal their 
total investment over the 41 preceding years of the Communist revolu- 
tion. One does not have to believe that the Communists will ever 
achieve the full objectives of their forward economic planning, to 
recognize that we cannot afford to treat lightly their open bid for 
world economic leadership. 

It has been computed that, if the Soviets continue their recent rate 
of economic growth, and we do no better than we have done over the 
past 6 or 7 years, they would approach our total economic production 
in about 20 years. 

In the announcement of these hearings, Mr. Chairman, you raised 
a number of questions which indicate the necessity for.a thorough 
reappraisal of American economic policy in light of the increasing 
evidence that the critical contest with world communism will be waged 
on the economic and not the military front. Of all the committees of 
Congress, the deliberations and policy decisions of the Ways and 
Means Committee will have the greatest bearing on whether free 

capitalism everywhere has a fair opportunity to defeat the challenge 
of state capitalism. 

Free capitalism enters this contest under a great, but unnecessary, 
handicap. Whatever the blunders of early Communist or Socialist 
thought, no government at any time in history has placed higher pre- 
mium on capital formation than the men who run the Kremlin. 

This honored position of capital in Soviet Russia is in contrast to 
its position here. A central teaching of tax theory which for many 
years has plagued us and much of the non-C ommunist world is th: at 
private capital lacks social purpose and hence is expendable. This 
teaching is reflected in tax systems which, on the one hand, cut deeply 
into both the capacity and the incentive to accumulate capital out of 
current income, and on the other hand, are grossly destrictive of 
sapital once accumulated and invested. 

There is room for optimism that our Nation stands on the threshold 
of a reversal of the tax policy which is giving the Soviets so great an 
advantage in their bid for world economic leadership. When we 
look for reasons why such a reversal has not already taken place, it 
seems logical that an important factor has been the absence of a con- 
tinuing forum for « examining tax rate policy from the standpoint of 
its hindrance to strong and enduring economic growth. 
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In recent years, the Joint Economic Committee, in its hearings on 
the President’s economic report, and through subcommittees, has ex- 
amined the economic aspects of tax policy, but with emphasis on short- 
range stability instead of long-range growth. There thus has been 
a tendency in these hearings to perpetuate the idea that a tax system 
which penalizes capital accumulation, ownership, and use will increase 
consumption, whereas the exact opposite is true. 

A long first step toward a more adequate forum was provided by 
the Ways and Means Committee in the month-long hearings held 
early this year, the first time in 10 years in which taxpayer representa- 
tives have had opportunity to present views on the broad implications 
of tax policy before the tax-initiating committee. We applaud the 
wisdom and foresight reflected in the scheduling of those hearings. 
Nonetheless, the overwhelming record made there for comprehensive 
tax rate reform did not result in legislation. Therefore, there is 
great need that similar hearings will be held beginning early in the 
new Congress, especially in light of the new reading of Communist 
aims and capabilities, and the i increasing evidence that tax-induced 
capital shortage is the Achilles heel of the Western effort to retain 
and expand the economic supremacy of free capitalism. 

Recently, the world-renowned economist, Mr. Graham Hutton, a 
former editor of the London publication, The Economist, stated: 

Never has the world been so short of capital simultaneously. Never has it 
tried to progress materially so fast in all quarters. Never have there been 


so many simultaneous inflations, putting such high premiums on consumption, 
and such heavy penalties on savings. 


Continuing the quotation : 


Planned, progressive inflation, as a social policy, ends in unplanned, unwanted, 
but inescapable—and, above all, unforeseen—disaster. That, to my mind, is the 
lesson of all such inflations in history. 

It is the Western World, in which the United States occupies such a 
great position of leader ship : and example, of which Mr. Hutton speaks. 
It is the Communist world which stands to benefit so much in increas- 
ing prestige and power from our Siamese twins of capital shortage 
and inflation which he so eloquently describes. 

There are three major propositions which should be uppermost in 
our minds in forging a revision of Government policies in order to 
strengthen the forces of free capitalism against the Communist chal- 
lenge of state capitalism. 

The first is that, when we rely on Government financial assistance 
to aid economic development in other countries, we are involved with 
an instrument the advantage in the use of which lies with the Com- 
munists; an advantage which will increase as their economy expands 
and provides gre: iter leew: ay for exportation of state capital. 

The second is that, when American private capital goes abroad, the 

Russians are placed at a disadv antage, since the distrust of any people 
of foreign capital is greater when it is government than when it is 
rivate. It is evident, moreov er, that underlyi ing the problem of an 
inadequate flow of American capital abroad is the inadequate accumu- 
lation of new capital at home. Under a tax system of moderate rates 
at all points, we not only would be able to grow economically at a much 
higher rate, but we also would have a much greater potential of pri- 
vate capital available for foreign investment. 
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The third proposition has to do with the encouragement of the maxi- 
mum development of capital within non-Communist countries. We 
know that the aspirations of any people for freedom and self-govern- 
ment will be furthered as capital is created and invested locally. Along 
with private investment from abroad, it will take economic develop- 
ment from homegrown capital to develop the pride and confidence in 
national existence, and the stability in political philosophy, so neces- 
sary to defend against the spread of communism. 

This proposition provides added urgency for overhauling our own 
tax-rate structure. Since the end of World War II, we have had great 
influence in many foreign countries in the development of government 
policies. Even where our advice and counsel have not been directly 
sought, the American system has been a showcase for freedom, in- 
fluencing other peoples in the evaluation of public issues and decision 
on internal policies. 

Thus, we have urged on all friendly countries the necessity for 
sound fiscal practices as the condition precedent to halting inflation, 
establishing stable currencies, and opening up opportunities for. in- 
ternal economic development and greater international trade. We 
know that the dedication of both of our major political parties to 
budget balance, except in case of serious emergency, has provided 
a healthy and constructive example for other countries. 

Unfortunately, the same point cannot be made in regard to tax- 
rate policy. In our preoccupation with short-range aspects of fiscal 
policy, we have neglected the fundamental problems of inadequate 
savings which spell inadequate economic growth and, hence, inade- 
quate revenues, and thus insure continuing or repetitive inflation. 

In fact, for a number of years after World War II, it was standard 
practice for our Government representatives abroad to counsel other 
governments to establish or change tax systems after the American 
model. 

A few years ago, it was reported publicly that this official policy 
had been abandoned, so that our representatives would no longer coun- 
sel other countries to erect systems in the image of our own. However, 
our tax system is still part of the American showcase. As long as we 
retain this system, we can hardly expect that there will be a general 
exodus in other free countries away from tax policies which prevent 
accumulation of new capital and adversely affect the incentives which 
are the indispensable ingredient of a climate for free enterprise. 

We recognize the prevailing, but by no means universal, feeling 
in Washington that the current budget deficit prevents inauguration 
now of a legislative program of thorough rate reform. We know that 
the Treasury has a tremendous problem in funding the current deficit 
at the same time that it is rolling over tens of billions of dollars of out- 
standing debt. We are aware of the view that we would tarnish the 
American showcase, insofar as sound fiscal practices are concerned, by 
undertaking any kind of a thorough rate-reform program with defi- 
cits in being and inflationary pressures continuing. 

However, though we have respect for those who hold these views, 
we believe such views are shortsighted. The deficits are here because 
of the arresting of economic growth; the only real safeguard against 
continuance or repetition of such deficits is the increased revenue 
which would come from vigorous, sustained economic growth. 
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Again, the problems of financing the deficits and of managing the 
public debts are byproducts of the tax-induced shortage of new sav- 
ings out of current income. And, in our view, the greatest blemish 
on the American showcase is our tax-rate structure, which invites 
other nations to engage in tax destruction of capital while limiting 
our own capacity for domestic economic development and exportation 
of private investment capital. 

{r. Chairman, I believe you and your colleagues on this subcom- 
mittee have a great opportunity, not only to erect procedures which 
will facilitate the flow and reinvestment of private capital abroad, but 
also to point up the urgent necessity for reexamination of the national 
tax-rate policy in light of the capital shortage which so drastically 
handicaps the full flowering of free enterprise throughout the non- 
Communist orbit. 

We appreciate very much this opportunity to testify, and, Mr. 
Chairman, before any questions are asked on this phase of our testi- 
mony, I would suggest that you head from Mr. Gleason. 

Mr. Boees. Very happy to. You may proceed, Mr. Gleason. 


STATEMENT OF DONALD H. GLEASON, VICE CHAIRMAN OF THE 
NATIONAL ASSOCIATION OF MANUFACTURERS TAXATION COM- 
MITTEE 


Mr. Guieason. My name is Donald H. Gleason, assistant comp- 
troller, Corn Products Co. I am a vice chairman of the National 
Association of Manufacturers taxation committee, and appear here as 
the representative of its subcommittee on taxation of income from 
foreign sources. 

I would like to direct your attention to specific points dealing with 
the taxation of foreign-source income and its effects on the generation 
and availability of capital for expanded investment in the forei 
field. Certain immediate corrections are indicated, and the benefits 
of making them far outweigh any possible disadvantages. 

We are all familiar with the increase in complexity of business 
operations abroad in the postwar era. High foreign and domestic 
tax rates, foreign-exchange contro] laws, and many other frequently 
conflicting economic and legal factors have led to many sophisticated 
and divergent forms of business operations. 

A number of foreign countries impose no income taxes on the 
foreign-source income of corporations holding local charters. This 
has led to the creation of so-called foreign-base corporations by means 
of which the foreign-source income of American business activities is 
insulated from the impact of United States taxes until declared in 
the form of dividends to the United States parent company. 

We join with the witnesses appearing before this subcommittee who 
believe that provision should be made in the Internal Revenue Code 
for a United States counterpart which would enable American busi- 
ness to more effectively expand abroad in accordance with our basic 
needs without having to resort to complicated and cumbersome expedi- 
ents. To that end, code amendments should permit the creation of 
domestic United States foreign-business corporations. 

Many advantages would flow from this form of foreign-business 
operation, not a to the immediately affected taxpayers but to the 
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position of the United States in the economic cold war, as well. 
Significant amounts of capital would become available, and greater 
mobility of investment in the foreign field would be afforded without 
the complications of many foreign economic factors and laws. Busi- 
nesses long established in foreign operations would be in a tax posi- 
tion to use a form now available only to newcomers because of limi- 
tations under our present tax laws to which I will refer more spe- 
cifically below. In addition, the reporting requirements cae 
activities of a United States-base corporation would be readily avail- 
able to the Government and, consequently, abuses could be held to 
a minimum. 

In formulating such legislation we suggest that every domestic 
corporation with present or prospective foreign business operations, 
whether conducted through branches or subsidiaries, should be per- 
mitted to set up one or more United States foreign business corpora- 
tions having domestic State charter. The domestic parent of any 
such corporations having domestic State charter. The domestic parent 
of any such corporat ion should be permitted, at its election, to transfer 
free of United States tax consequences any or all of its foreign busi- 
ness activities and assets producing foreign source income, whether 
now owned directly or through affiliated companies. Exporting ac- 
tivities by the United States foreign business corporation should be 
permitted. 

Earnings accruing to the United States foreign business corpora- 
tions should be subject to United States taxes “only when declared 
as dividends to its corporate parent. On declaration, dividends in 
the hands of the parent company would be subject to regular United 
States corporate taxes. Such dividends, however, should e: urry credit 
for foreign taxes paid by the United States foreign business corpora- 
tion and/or its foreign subsidiaries on the accumulated profits out of 
which such dividends are paid. 

The benefits to be derived from the proposed form appear to far 
outweigh any objections. Revenue impact of this form is of no sig- 
nificance as far as newcomers in the foreign field are concerned for 
the opportunity for deferral of United States taxes to them now 
exists, through the use of a foreign base corporation. 

A large proportion of long est: iblished foreign subsidiary operations 
are operating in foreign countries which have high tax rates. Divi- 
dends declared out of surpluses of such foreign subsidiaries carry 
large foreign tax credits. Consequently, any reduction in dividend 
payments from these companies would have little significance insofar 
as revenue is concerned. Moreover, most domestic corporations with 
long-established foreign subsidiaries bring up a substantial amount 
of foreign subsidiary sarnings to parent company surplus to meet 
the earnings and cash requirements of dividends to their individual 
stockholders. Enactment of the proposal would have little effect on 
this policy. 

Questions have been raised concerning the average effect that the 
pr oposal would have on foreign tax ¢ redits flowi ing from several coun- 
tries. In answer, we wish to point out that the new foreign investor 
‘an now effect averaging by using the foreign base corporation form. 
It is patently unfair to permit a tax discrimination to continue be- 
tween new and long-established foreign operations, a discrimination 
which has come about purely as an accident of history. 
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As to including exporting as a permissible activity of the United 
States foreign business corporation, we would point out that the 
foreign base corporation is now available to both old and new 
exporters. 

Our position, then, in support of the enactment of the United 
States foreign business corporation proposal may be summarized as 
follows: 

Additional investment and expansion of American business in 
the foreign field is an absolute necessity in view of the economic 
cold war. It is cheaper and more effective than direct Government 
grants-in-aid. 

2. The proposal would generate and/or release a source of risk 
capital not now available without important changes to the present 
mec ‘hanies or philosophies of the revenue system. 

There will be far less inducement for new investors to use foreign- 
base corpor ations. 

4. Appropriate reporting requirements will afford many adminis- 
tr a advantages. 

Established investors m: iy rearrange their affairs, not only fur- 
thetitie the purposes of the proposal, but may put themselves on an 
equal basis with new investors. 

Adoption of the foreign business corporation form would, of neces- 
sity, require some amendment of sections 367 and 1492 of the code 
in order that companies with foreign operations could reorganize 
their corporate structures without being subject to United States 
tax on the exchanges and contributions involved. At the same time, 
consideration should be given to more basic changes in these sections. 
These provisions operate in a way never intended by Congress as 
roadblocks to corporate reorganizations involving foreign corpora- 
tions. These roadblocks should be removed. 

Mr. Chairman, your address before the National Foreign Trade 
Council made such a fine case for removal of the deadwood in these 
sections that it does not seem necessary to go into details here. The 
bill you introduced in the last session of Congress, H. R. 12368, was 
sound in principle and we hope that in the coming session of Con- 
gress continued efforts to have such legislation “enacted will be 
successful. 

We have indicated above that one of the results of the foreign 
business corporation form is the averaging of foreign tax credit rates 
on income flowing from several countries. An amendment to the 
code permitting an election to use an overall foreign tax credit limita- 
tion rather than a country-by-country limitation would be consistent 
with this effect and would improve the operation of our foreign tax 
credit system. 

Another point that should be considered by the committee in the 
matter of giving broader interpretation to that section of the 1954 
code relating to the allowance of “in lieu of income taxes” on foreign 
tax credits. Although this provision was added to the Revenue ¢ ‘ode 
to encourage foreign business, strict interpretation of what foreign 
taxes are allowable on foreign tax credits has resulted in little benefits 
being derived therefrom by foreign operating businesses. We feel 
that further study of this problem should be made and that corrective 
legislation should be effected. 
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Finally, because of a conflict in factors involving foreign insurance 
and tax laws and our own tax law, American companies sometimes 
find it impossible to adequately cover insurance risks on assets of 
some of their foreign subsidiaries. This situation would be corrected 
by amendment of code section 1033, as provided in the bill, H. R. 
13650, which you, Mr. Chairman, introduced last summer. We would 
like also to express our support of this bill. 

Mr. Boces. We thank you, Mr. Gleason and Mr. Grede for very 
fine statements. 

Mr. Byrnes, do you have any questions ¢ 

Mr. Byrnes. I would like to address this to Mr. Grede. 

Mr. Gleason pointed out some tax changes which, I understand, will 
lead to a better environment to encourage foreign investment, and so 
forth. I gathered from your statement, Mr. Grede, the first problem is 
to create an environment and climate that will encourage accumula- 
tion of capital that will be available for investment both here and 
abroad. Is that the weight of the position of the NAM? 

Mr. Greve. That is correct. We feel that one of the great deter- 
rents is lack of capital formation here due to the present rate struc- 
ture, not only that, but we encourage other free countries to follow 
that rate structure which has the same effect in those countries. 

Mr. Byrnes. So that not only do we have an environment that may 
handicap foreign investment, encouragement of American dollars go- 
ing to investment in other countries, but since many of these countries 
follow our example they are not able to accumulate capital of their 
own ¢ 

Mr. Grepe. That is correct. 

Mr. Byrnes. That is all. 

Mr. Boees. Mr. Machrowicz ? 

Mr. Macurowicz. No questions. 

Mr. Boces. Just one question in line with Mr. Byrnes’ examination. 
You pointed out in your statement some of the budgetary difficulties 
that may be eanioal but I would remind you that on Monday, as best 
I could ascertain, if we put into effect these reforms that Mr. Gleason 
advocated that do not affect the domestic rate structure the effect on 
the revenues would be something less than $200 million. As a matter 
of fact, the best estimate we got from Mr. Smith was $145 million. 
As compared with the foreign-aid program it is a very insignificant 
sum of money. 

Mr. Grepe. I am not suggesting the delay of any of Mr. Gleason’s 
suggestions. I would, however, call attention to the very important 
role that the Ways and Means Committee has in this whole rate struc- 
ture problem. 

Mr. Boces. Yes, sir. I certainly understand that. 

You have been very helpful to us, both of you. Thank you very 
much. 

Mr. Greve. Thank you. 

Mr. Boees. Our third witness this morning is Mr. William A. Patty 
on behalf of the First National City Bank of New York. Mr. Patty 
is counsel of the First National City Bank of New York, and a part- 
ner of Shearman, Sterling & Wright, of New York. 

Mr. Patty, would you identify yourself for the purposes of the 
record, please, sir? 
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STATEMENT OF WILLIAM A. PATTY, COUNSEL, THE FIRST 
NATIONAL CITY BANK OF NEW YORK 


Mr. Parry. This statement is made on behalf of the First National 
City Bank of New York. My name is William A. Patty. I am a 
partner of Shearman, Sterling & Wright, counsel for the bank. 

Mr. Chairman and members of the committee, the provisions of the 
Internal Revenue Code relating to foreign trade have been referred 
to by a former Under Secretary of the Treasury as a “tangled web 
of technicalities and formalities.” Your chairman has recently stated 
that a most charitable appraisal of them is that they are “capricious 
in result, formalistic in impact, and difficult to administer, under- 
stand, and apply.” 

The testimony you have heard over the past 3 days has undoubtedly 
confirmed these statements, and they apply with special force in the 
case of United States banks having branches abroad. Not only do 
the banks have practically all of the problems of business in general 
about which you have been hearing, but the requirements of the bank- 
ing laws, both at home and abroad, create added problems under the 
tax laws. 

Since the success of any program encouraging the expansion of 
American business abroad will depend in great part on the avail- 
ability of adequate and modern banking facilities, it is submitted that 
the tax problems of American banking operations abroad warrant 
articular consideration by this committee. Thus, while the bank is 
in general accord with what has been said here with respect to the 
problems of United States business abroad, and joins in the belief 
that desirable foreign investment can be encoura by broad tax 
changes, it believes that it can most effectively use the time allotted it 
to point out areas where our tax laws discriminate against foreign 
banking operations and thus prevent the banks from doing the best 
possible job in fostering the development of private foreign invest- 
ment and foreign trade. 

I would like to discuss briefly three areas which we believe are 
important in this regard. The first is that of branch reporting. 

The tax inducements now accorded American business to encourage 
expansion abroad are geared in large part to the subsidiary form of 
corporate organization, utilizing one or more foreign subsidiaries of 
a United States parent corporation. A widely favored alternative 
proposal to avoid the problems and uncertainties of incorporation 
abroad, the United States base corporation, a United States corpora- 
tion treated for tax purposes as a foreign corporation, also involves 
the subsidiary form of organization. 

Traditionally, however, banks operate abroad through branches, 
and depositors have come to expect and rely on the security of the 
single corporation form of operation. For many other practical as 
well as legal reasons, operation through subsidiaries is often impossi- 
ble or undesirable in the case of United States banks. They are thus 
prevented from using the procedures provided by our tax laws to 
encourage the expansion of their foreign operations. Past experience 
has shown, moreover, that the expansion of other American foreign 


investments has tended to follow the expansion of American branch 
banks. 
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If the aims of this committee are to be attained, therefore, it is 
submitted that in the case of banks, at least, an election should be per- 
mitted to report for income tax purposes with respect to any foreign 
branch as if such branch were a foreign corporation, or a U mited 
States base corporation if the law is amended to provide this form 
of tax relief. 

Under such a provision the earnings of foreign branches would 
not be subject to United States tax until actually remitted to the 
United States. Such a provision will make it possible for United 
States branches to compete on an equal footing with local banking 
corporations. For example, in Venezuela the income-tax rate appli- 
cable to the bank’s corporate competitors on a comparable volume of 
business is 13 percent, as compared with the 52 percent overall rate 
applicable to the bank. 

This proposal does not involve radically new tax concepts. Similar 
procedures were proposed in H. R. 8300, 83d Congress, 2d session, and 
H. R. 7725, 84th Congress, 1st session, and analogous procedures are 
now provided in section 1361 of the Internal Revenue Code permitting 
certain proprietorships and partnerships to elect to be taxed as cor- 
porations. 

The second area I would like to refer to is present impediments to 
incorporation and thus the use of the subsidiary approach in the case 
of banks. 

Under section 25 of the Federal Reserve Act, a national bank may 
not hold directly the stock of a subsidiary bank, except an Edge Act 
corporation or similar State chartered corporation. While such United 
States subsidiaries may themselves hold the stock of foreign sub- 
sidiaries, and such sub-subsidiaries would be able to take advantage of 
the tax deferral provided under our tax laws in the case of foreign 
income, the Internal Revenue Service has raised a question as to 
whether such a three-tiered organization can be created without the 
imposition of substantial tax penalties in the form of capital gain tax 
on any appreciation in value of the assets of the foreign branch trans- 
ferred to the subsidiary 

The Internal Revenue Code provision involved is section 351, which 
exempts from recognition any gain realized on the transfer by a parent 
to a controlled subsidiary of assets that have appreciated in value. 
It has been suggested that by its terms the section might be construed 
to apply only t to a single transfer and not to a two-step transfer to a 
sub-subsidiary. The question is under active consideration by the 
Internal Revenue Service at this time, however, and it is possible that 
it will be favorably resolved in the near future. Additional problems 
are created under section 367, which requires that a principal purpose 
of the transfer to a foreign subsidiary may not be the avoidance of 
Federal income taxes. This subject, however, has been adequately 
considered by other witnesses before this committee. 

To illustrate, in one foreign country the rate applicable to the 
bank’s corporate competitors 1s 20 percent, compared with the bank’s 
overall rate of 52 percent. While this discrimination can theoreti- 
cally be avoided by the incorporation of the branch, in fact uncer- 
tainties as to the application of section 351 prevent the bank from 
organizing the necessary subsidiaries. 
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To permit operation through subsidiaries where this is necessary 
or desirable under the host country banking or tax laws, it is, there- 
fore, recommended that sections 351 and 367 be clarified to permit the 
establishment of multitiered organizations without the fear of im- 
position of the capital gain tax on any appreciation in value of branch 
assets or on branch goodwill. 

The third area I would like to discuss is that of currency 
depreciation. 

Much of the profit from foreign operations during recent years, 
particularly in the Central and South American countries, has been 
lost because of the drastic depreciation in the value of foreign cur- 
rencies. For example, the currencies of the following countries have 
declined in the past 10 years in terms of United States dollars as 
follows: 


Percent 
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The problem of currency depreciation is particularly acute in the 
case of banks, for in many countries they are required to maintain at 
all times an excess of local currency assets over local currency lia- 
bilities as a prerequisite to carrying on business. The problem is fur- 
ther aggravated by the fact that the Internal Revenue Service has 
indicated that such currency depreciation losses may not be allowable 
under our tax laws except within certain narrowly defined limits. 

The Internal Revenue Code contains no provisions dealing ex- 
pressly with the increasingly important problem of foreign currency 
depreciation. Although the Service and the courts have recognized 
that losses resulting from the decline of foreign currencies give rise 
to deductible tax losses in some cases, apparently because of lack of 
statutory guidance the deduction may be narrowly restricted. 

For example, the following assumptions would be typical. A 
branch is required to maintain a foreign currency balance of 20 mil- 
lion pesos, either in cash or pesos assets, in order to do business in a 
foreign country. It acquires such a position on January 1 for $2 
million at a time when the peso is 10 cents. It has 180 million pesos 
of deposits, and the following assets : 


Million 
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A total of 200 million pesos of assets. 

The operating profit for the year in the local currency is 10 million 
pesos, and it is retained at the branch to meet requirements of the 
local banking authorities to qualify the branch for additional deposits 
and thus to expand its operations. During the year the peso falls to 
5 cents. 

The Service has indicated that on these facts the branch may be 
denied any deduction despite the fact that there has been an eco- 
nomic loss for the year of $500,000, that is the devaluation loss of $1 
million less the operating profit of $500,000. Had it been possible 
for the branch to operate without fixed assets, however, so that all 








340 PRIVATE FOREIGN INVESTMENT 


its assets were represented by the local currency and pesos loans, the 
Service recognizes that the operations for the year result in a $500,000 
for tax purposes. That is Vietor and Achelis v. Salt’s Textile Manu- 
facturing Company (26 F. 2d 249, D. C. Conn. 1928; O. D. 489, 
2 C. B. 60, 1920). 

It has even been suggested by the Service that where the invest- 
ment in fixed assets exceeds the foreign currency balance, an economic 
loss resulting from the devaluation of the foreign currency may result 
in a profit subject to United States tax at 52 percent. Thus, in the 
above example, had the cost of the banking premises been 30 million 
pesos, the Service has indicated that there might be a profit subject 
to United States tax of $1 million, $500,000 operating profit plus a 
phantom profit on devaluation of $500,000, although in fact there was 
an economic loss of $500,000 for the year. 

The difficult position of the banks is apparent. Each dollar of 
foreign profit, after tax, may not even be 48 cents, but a very much 
lower figure because of the effects of currency depreciation, for, un- 
less currency depreciation losses are allowed, our 52 percent overall 
rate would, in effect, be based on profits that do not actually exist. 

It is submitted, therefore, that the tax law should be clarified to 
eliminate any question that where a foreign branch of a United States 
corporation is required by foreign law or business necessity to main- 
tain a net foreign currency balance, losses through depreciation of 
the local currency are deductible for United States tax purposes re- 
gardless of the nature of the assets held in such country. 

Thank you very much. 

Mr. Boges. Thank you very much, Mr. Patty, for a very fine 
statement. 

Mr. Byrnes? 

Mr. Byrnes. No questions. 

Mr. Boces. Mr. Machrowicz ? 

Mr. Macurowicz. No questions. 

Mr. Boces. We appreciate your bringing to us these unique prob- 
lems. We thank you, Mr. Patty. Thank you very much. 

Our next witness is Mr. Collado, treasurer, Standard Oil Company 
of New Jersey. 

Would you identify yourself, please, sir, for the record ? 


STATEMENT OF EMILIO G. COLLADO, TREASURER, STANDARD OIL 
COMPANY OF NEW JERSEY 


Mr. Cottapo. My name is Emilio G. Collado. I am the treasurer 
of the Standard Oil Company of New Jersey. I have a prepared 
statement which has been distributed. 

Mr. Bocas. You may proceed, Mr. Collado. 

Mr. Cotxiapo. Last year the Standard Oil Company of New Jersey 
and its affiliates spent $889 million abroad for new plant and equip- 
ment and in the search for oil. This year, and in the coming years, 
we shall make additional large investments abroad. These invest- 
ment plans have been made on the basis of the existing and prospec- 
tive political, social, legal, and tax framework at home and abroad. 
Despite imperfections that framework has permitted growth of the 
sradastive capacity of American oil companies to a worldwide total 
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that must be the envy of Communist experts. Other American in- 
dustries have also developed impressive production abroad and have 
contributed importantly to the economic growth of friendly foreign 
countries. We can and must improve even on this enviable per- 
formance, but in so doing we must always take care that, in our effort 
to improve the foundations for productive investment, we don’t 
destroy the good timber in the present framework. The questions 
formulated by your committee suggest you believe that, with care, 
improvements can be made in the present framework. I certainly 
agree. 

“Undoubtedly constructive action is needed even more in some for- 
eign capitals than here in Washington. American companies would 
be able to make more productive investment of the resources en- 
trusted to them if there were significant improvement in the short- 
sighted policies of exclusion and restriction now being followed by 
some foreign governments. At the same time we also must recognize 
that there are in our own Government’s laws and policies a number 
of desirable changes which would promote our national interest by 
promoting investment abroad. I shall refer in a few minutes to 
certain changes in trade policy, in foreign aid administration, and 
in tax law. 

First, however, I should like to mention that foreign investment 
is a dynamic, continuous process. Businessmen do not divide their 
foreign investments into two completely separate classes: The old 
investments and the new ones. They apply the same careful analysis 
in their recurring decisions to retain and renew existing plant as they 
do in their decisions to expand plant. And, of course, the decisions 
to retain and renew plant contribute just as much as the decisions to 
expand to the growth of our investment abroad and to the progress 
of foreign economies. But, before an affirmative decision, the investor 
must satisfy himself that there is a prospect of earning a return in 
the foreign currency concerned. He must satisfy himself that a 
reasonable number of those dollars will be left for him after he has 
paid both foreign and United States taxes. 

It has been the experience in my company, as borne out by the 
investment figure quoted earlier, that satisfaction can often be achieved 
in one way or another on all these points. On the other hand, a tre- 
mendous amount of preparatory work on investment projects does lead 
to naught; and investment proposals are turned down. This is the 
annual budget review season in the Jersey company, and so we have 
the subject very much on our minds at the present time. I can assure 
you any change in the United States tax structure would be taken 
carefully into consideration in our analysis of particular proposals. 

What is true of the Jersey company may be equally true of other 
investors abroad. I should think a change in Government policy 
would also be influential in the case of those domestic investors who 
were induced by the change to take their first hard look into possi- 
bilities abroad. Last year the total investment expenditures abroad 
by United States investors was probably already in the range of $5 
to $6 billion. This figure, which is larger than some you may have 
heard, includes the investment from depreciation funds. It is this 
larger figure which is relevant to the decisions made by private in- 
vestors. It is this larger figure which is comparable to the invest- 
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ment figure I gave earlier for the Jersey company. It is also the 
figure which relates to the contribution of United States private in- 
vestment to ine reasing productivity abroad, for studies made by the 
National Bureau of Economic Research and others have indicated that 
most historical rises in output per capita have been due, not to in- 
creases in the stock of capital, but to increases in productivity through 
improvement in the design and use of the amount of capital already on 
hand. 

In his excellent statement earlier this week, Senator Kearns devoted 
quite a little attention to a description of the impact to private invest- 
ment on economic developments abroad. 

What can the Government do to encourage even greater private 
investment abroad ¢ 

One area in which I feel that greater effort is called for is foreign 
trade policy. In view of your immediate concern in this matter I 
am sure that preceding witnesses have stressed the obvious fact that 
projected investments ‘abroad can be rendered economic: ally unjusti- 
fiable by the existence or the threats of import restrictions in the 
United States. Although the investments abroad of the Jersey Stand- 
ard family are only to a mall degree for production intended for 
United States markets, we are particularly aware of the importance 
of United States policies in setting standards for the policies of other 
nations. The use by the United States of “pase np devices, beyond 
the legitimate needs of national security, can only encourage those 
abroad who would discriminate against Seuieae firms. I hope, 
therefore, that in the coming months we can reinforce our efforts to 
insure that our Government does not use its power to favor one group 
in our country at the cost of greater harm to the country at large; 
I hope that we can reinforce our efforts in the realization that special 
interest legislation can hurt us, not only directly, but also through 
limiting the growth of economic and political strength in other parts 
of the world. 

The administration of our foreign aid program is another area in 
which I feel that greater effort would be justified to encourage private 
investment. Although expenditures for private investment abroad 
each year are much larger in total than our foreign economic aid pro- 
gram, there are countries important to our foreign policy which have 
not attracted large investments while receiving aid of considerable 
magnitude. I do not wish to suggest that in the near future we will 
be able to rely on increased private investment to carry out all our 
foreign economic police; vy Oo bjec tives in those countries. Yet I believe 
we have failed to give sufficient emphasis to the actu: al and potential 
contribution of private enterprise in those countries in whose economic 
development we are particularly interested. We have not fully recog- 
nized the strength of the tool we have at hand. I realize that in the 
foreign aid program we sometimes face a dilemma. ‘On the one hand, 
public aid in some fields can create facilities which could be useful and 
encouraging to investors in other fields. On the other hand, by re- 
ducing economic pressure on foreign governments, aid may delay 
removal of obstacles to investment. In this dilemma decision as to 
the proper course may be difficult. I suggest that the way in which 
our declared policy of support for private enter ‘prise may be made 
more fully felt in practice is for greater emphasis to be given to an 
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effort to encourage investors to undertake particular aid projects on 
the basis of private equity coupled with some flexible loan assistance 
from the Government. In this way private sources could provide a 

part of the investment for projects required in the public interest. 

I am somewhat hesitant to put forward this recommendation since 
I do not believe it applies to the industry with which I am most 
familiar. Private oil companies have shown themselves willing and 
able to make investments in a wide range of circumstances on a purely 
private basis. It seems likely to me, “how ever, that there are other 
industries in which the recommendation has application. 

If it were clear that it was in the United States interest that a plant 
of some industry be built in a certain underdeveloped country even if 
much of the cost had to be borne by our Gov ernment, and if it were 
clear that political and economic conditions in the underdeveloped 
country were such that no private investor would build the plant 
alone, then the Government should try to find an investor who would 
put up the equity capital if the Government put up substantial loan 
capital. 

Such an arrangement should not be conceived of as a substitute for 
purely private investment but rather as a substitute for less effective 
forms of purely governmental aid. Such United States Government 
economic partic ipation should not be generally available; it should 
be limited to those countries and to those situations in which our na- 
tional interest clearly requires that our Government supplement the 
other available resources. It is important, moreover, that the risk not 
be eliminated for the private investor. Without a substantial risk 
for the private investor this well-conceived foreign policy device 
could backfire. It could degenerate into a subsidy for particular 
United States firms and make a mockery of United States enterprise 
abroad. With substantial private equity participation the approach 
could be a means of insuring selection of the most economic projects. 
It could avoid the inevitable t tendency for government-to-government 
aid to foster more pervasive governmental control of production to 
the detriment of private enterprise. Finally it could provide the base 
for a growing and productive relationship between United States 
firms and developing foreign economies. 

The final field I would like to discuss is probably the one in which 
the most effective actions of all could be taken by our Government, and 
it is the field in which action must originate with you gentlemen. 
There are many who believe that our current United States taxation 
of income from investment abroad is not on a sound base of principle. 
[ think this question of principle and equity arises quite apart from 
current concern to increase foreign investment in the national interest. 
A persuasive case can certainly be made for the principle that income 
should only be taxed where it is earned. While recognizing the merits 
of this case, I can also understand and support those who, in the in- 
terests of practicality, are proposing more limited reforms which 
would be steps only part of the way toward adoption of the general 
principle. I agree fully with those who urge the desirability. of ex- 
tending to income from investments in other parts of the world the 
14-point rate reduction now available on income from investments 
by Western Hemisphere Trade Corporations: I think the Western 
Hemisphere provision has worked well and has been of considerable 
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benefit to inter-American relations. It would work well in other 
parts of the world and I believe it should be extended to them. 

Another proposal which has met with general support is for deferral. 
Your chairman made a clear explanation of the desirability of defer- 
ral in his forthright speech at the National Foreign Trade Convention 
in New York. I certainly agree that the Congress should remove the 
inconsistency and hindrance to investment involved in taxing United 
States corporations currently on their foreign income while income 
earned abroad in a foreign corporation is taxable only when that 
income is received in dividends. The use of United States corpora- 
tions should not be discouraged in this manner. Rather encourage- 
ment should be given for United States companies to invest abroad 
the earnings of their foreign operations. 

One form of the deferral proposal has been for a new class of 
United States corporations to be known perhaps as foreign business 
corporations. As I understand the suggestion these corporations 
would not be subject to United States tax so long as they continued 
to invest substantially all their funds abroad, but the income would 
all be taxed when it was distributed from the foreign business 
corporation. 

A provision for foreign business corporations would represent a 
dignilicanit and beneficial addition to our law so long as the use of 
this corporate form were not made mandatory and so long as it did 
not replace all present provisions governing alternative methods of 
investing abroad by the single foreign business corporation channel. 
It occurs to me, however, that a foreign business corporation pro- 
vision would probably tend to force many corporations into costly 
reorganizations, reorganizations which would themselves incur sizable 
foreign tax costs. 

It would be preferable to implement the deferral principle not by 
requiring a new corporate form, but rather by requiring United States 
corporations to compute their United States tax on foreign income in 
the year in which the income is earned and then allowing deferment 
of payment of that tax until the relevant income is distributed. 

I shouldn’t think much amendment would be required in the account- 
ing principles that are now used to determine from which part of 
accumulated income dividends are distributed. 

In the interest of equity and of encouraging productive private 
investment I hope that it will also be possible for your committee to 
consider a number of other problems raised by provisions of our pres- 
ent tax law which render capricious results. In this connection, I am 
sure that the business community is grateful for the successful efforts 
of your parent committee earlier this year to avoid inequity by allow- 
ing carryforward and carryback of excess foreign tax credits. We 
surely hope, Mr. Chairman, that in the next session success will crown 
your efforts to remove the restrictions that now deny investors already 
abroad the flexibility in corporate organization available to those who 
are now first entering the field and who are willing to use foreign 
holding companies. I should also like to commend to your attention 
two other matters. The fact that investors with investments already 


in several countries abroad cannot in calculating foreign tax credit 
choose to be limited by either the overall limitation or the per-country 


limitation means, also, that investors of long standing are in effect 
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denied a choice available to those just initiating investments. abroad. 
Lastly, I suggest that there’should be liberalization of our restrictions 
on the use of the foreign tax credit m order not to hamper American 
business operations in the complex economic and political situations 
found so often abroad; for example, I can see no reason why the 
United States should allow absolutely no credit for the taxes paid by 
a grandchild corporation whose shares are not owned to the extent of 
50 percent or more. Since I doubt that a change would cause any ad- 
ministrative problems, the very arbitrariness of the present rule seems 
to me reason enough by itself for a change. 

In fact all the changes I have discussed in the fields of foreign- 
trade policy and in tax law seem to me to be justified for sufficient 
reasons quite apart from our national interest in increasing private 
investment abroad as an alternative to Government-aid appropria- 
tions. For this reason I feel strongly that in our effort to encourage 
investment abroad we should not depart from the principle that our 
laws and policies should be applicable to all areas alike, By its very 
nature, foreign aid and the use of private investors in aid projects 
should be approached on a selective basis. On the other hand, we 
should not change the nature of our present legislation by giving 
responsibility to Government administrators to determine which tax 
law would supply to a particular investment. 

A substantial increase in private United States investment abroad 
could substitute to an appreciable extent for our public-aid program, 
but an increase in private investment would involve much more than 
that. 

Quite directly and simply private foreign investment is good busi- 
ness for the United States economy. The broad opportunity given 
an American to invest his skills and his capital in the place where 
they would produce the greatest return has been the essential ingre- 
dient of our successful free enterprise system. In the interest of our 
own economic growth we should, therefore, remove all unnecessary 
obstacles to foreign investment. But we should act in the realization 
that private investment abroad earns more than a purely commercial 
return for the United States. 

The investment contributes directly to the economic strength of 
free world countries and contributes thus to our own military se- 
curity. At the same time investment abroad contributes even more 
basically to our hope for the survival of the type of free society we 
cherish; our free society in the United States would not be strength- 
ened by becoming a solitary island in a Socialist-Communist sea. 
Private investment abroad is the best insurance we have that we shall 
never find ourselves isolated in such a world. 

Thank you, Mr. Chairman. 

Mr. Bocas. Thank you very much for a very fine statement. 

Mr. Byrnes, do you have any questions ? 

Mr. Byrnes. No. 

Mr. Boees. Mr. Machrowicz? 

Mr. Macurowicz. No. 

Mr. Boces. We appreciate your coming before the committee. 

Our next witnesses are Mr. Swingle, president, and Mr. Kelliher, 
chairman of the tax committee of the National Foreign Trade Council. 
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STATEMENT OF WILLIAM S. SWINGLE, PRESIDENT, NATIONAL 
FOREIGN TRADE COUNCIL, INC. 


Mr. Swineie. Mr. Chairman and members of the committee, I am 
William S. Srangle, president of the National Foreign Trade Council, 
Inc... The council, organized in 1914 to promote and protect American 
foreign trade and investment, comprises in its membership manufac- 
turers, merchants, exporters, and importers; rail, sea, and air trans- 
portation interests; bankers, insurance underwriters, and others in- 
terested in the promotion and expansion of the Nation’s foreign 
commerce. 

The views expressed in this statement are based on positions and 
recommendations of the National Foreign Trade Council, which has 
been giving continued attention to the subject of private investment 
abroad. In the 44 years of the council’s history, there has been a great 
and growing interest in this subject, and American private enterprise 
has expanded its direct investments abroad on a worldwide basis. 
During this period, there have been recurring proposals on all phases 
of this subject, both by official and private groups. It is not the 
intention to present any novel or single solution of the many problems 
involved. Rather, it seems appropriate to emphasize the fundamentals 
which govern the projection of the American private-enterprise 
philosophy and practice in placing capital and management in invest- 
ments outside the United States. Furthermore, these views are chiefly 
related to direct rather than portfolio investments in view of the fact 
that the members of the council are primarily concerned with this phase 
of the subject. 

Some basic facts must be taken into consideration. United States 
direct investment is desirable and should be encouraged for a number 
of reasons. Such investment has become a substantial and increas- 
ingly important part of the whole United States economic structure. 
The position of the United States in the world economy as the greatest 
creditor nation makes it an inescapable economic fact that private 
investment abroad must be maintained and expanded. 

The vital role of our private investment abroad can be realized by 
noting a few statistics of the detailed comparative figures recently 
issued by the United States Department of Commerce. 

During 1957, the United States private foreign investment in- 
creased by nearly $4 billion. At the beginning of this year, it reached 
approximately a total of $37 billion. Taking into consideration in- 
creases that have occurred during this year, which should again total 
about $4 billion, there are now private investments amounting to well 
over $40 billion. 

Of the total American investments abroad, direct investments by 
American companies in foreign branches and subsidiaries increased 
by more than $3 billion during 1957, and represent at the beginning 
of this year a total book value of $25 billion. As an indication of the 
increase which has taken place in recent years, in the 7 years from 
1950 to 1957 direct foreign investments more than doubled, increasing 
by 114 percent above the 1950 figure. 

Your committee has available the complete statistics developed by 
the Department of Commerce, not only in its special Latin America 
study which has received so much attention but also in its continuing 
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survey of investments on a worldwide basis. These statistics indicate 
the amounts of United States direct investments in different types of 
activities for various regions and for particular countries. _ ST ke 

With a favorable investment climate in foreign countries, including: 
recognition of the sanctity of contracts, and with action that can be: 
taken by the United States in such fields as taxation, it can safely be 
said that the present investments of American capital overseas are but 
a relatively modest beginning of the part that investments by Ameri- 
can private enterprise can play in the development of the world 
economy. 

The types of American direct investments abroad cover the wide 
range familiar in our private-enterprise economy. They include 
extractive, manufacturing, and other productive facilities; marketing, 
distribution, transportation, communications, and other services essen- 
tial for the conduct of business operations. 

American direct investments abroad are made through a variety 
of forms. These may involve direct operation by a parent United 
States company ; operation through a branch, either United States or 
foreign; operation through a holding company or operating sub- 
sidiary, domestic or foreign; Opersens through an agent, Cnited 
States or foreign; or operation by contractual relations through 
licensing, royalties, etc. 


REASONS FOR INVESTING ABROAD 


Capital may be put in other countries for any one of a number of 
reasons or for a combination of several reasons. Whatever the de- 
tailed objectives may be, there is one fundamental purpose; namely, 
to prods services or produce a product of recognized value in such 
a manner as to earn a profit. The opportunities for profit must be 
commensurate with the risks, and must be justified in comparison with 
opportunities for domestic utilization of capital. To mention only a 
few of the objectives, it may be pointed out that a company might 
invest funds in a foreign country in order to provide productive fa- 
cilities in that country for the production of raw materials or other 
products which the company needs for manufacturing operations in 
the United States or abroad, or which it desires to market in other 
countries. Investment in manufacturing or other productive facili- 
ties in a given foreign country may be made because conditions there 
are more conducive to economical operation and, in consequence, the 
company will be able to fill demands for its products in that or other 
countries most advantageously. Investment abroad may also be made 
in order to preserve markets. By such investment, a company can 
avoid excessive duties or other barriers applied by the particular 
country against imports of its products, and is thus enabled to hold 
and develop the market for American quality goods which otherwise 
could not be maintained. The demand for other products of Ameri- 
can industry, not locally produced, may be greatly enhanced. 

Other reasons cover various operations, such as merchandising, 
banking, insurance underwriting, and other business activities, either 
as a separate undertaking or in connection with manufacturing or 

roductive operations of the nationals of any particular country, and 
in so doing provide prompt and adequate service not only to Ameri- 
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can,companies operating abroad but also to the people of any particu- 
lar area. 
P BENEFITS FROM. INVESTMENTS 


Phe advantages to the United States Seis * from American 
direct investmentsabroad are many and varied. ‘These investments 
in other countries may make possible the development and availability 
of strategic materials, raw-material supplies, and other produets 
which the national defense and the American economy increasingly 
require. By promoting the development and economic advancement 
of the less developed countries, particularly countries menaced b 
Soviet economic aggression, the direct foreign investments of Ameri- 
can companies eliminate or reduce the need for the United States 
Government to provide public funds for assistance to these countries 
and thus serve to minimize the burden borne by the American tax- 
payer. 

y assisting in the economic development of other countries and 
thus enhancing the incomes of the peoples of such countries, American 
direct foreign investments help to increase the demand for American 
produéts and thus serve to provide expended outlets for the products of 
American agriculture and industry. In many ways, American for- 
eign investments are an important complement to the development 
of American foreign trade. By contributing as they do to the sta- 
bility and the development of the whole American economy, they 
increase the incomes of the American farmer and industrial worker 
and the population of the United States as a whole. 

American direct investments make a vital contribution to the eco- 
nomic development and well-being of the recipient countries. This 
is particularly important in the less developed areas, Private-enter- 
prise investment customarily carries with it the managerial and tech- 
nical skills and experience essential to the most productive use of 
capital, Private enterprise is, therefore, in the best position to de- 
termine whether proposed projects are soundly conceived and whether 
they have all the ingredients required for successful development and 
operation. Moreover, private-enterprise investment brings with it 
the sense of continuing responsibility so essential to the success of the 
projects which it finances, 

In developing and expanding their operations abroad, private- 
investment enterprises train local personnel in the managerial tech- 
nical, and other skills essential in carrying out their activities. Such 
enterprises thus provide the most effective and extensive means for 
equipping the local population with the management, technical, and 
craft training required by modern industry, and thus assist in speed- 
ing up the process of industrial development and economic progress 
in the countries in which such enterprises operate. 

By investing in capital facilities for the production of raw ma- 
terials, foodstuffs, manufactured goods, or other commodities, Amer- 
ican enterprises not only help the countries in which they operate to 
develop their economies, but they provide such countries with prod- 
ucts which they can export. Thus, they make it possible for coun- 
tries to acquire additional productive facilities needed for the further 
development of their economies, or to obtain other products which 
these countries may desire from abroad. And the whole process of 
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development, thus engendered, leads to expanded employment oppor- 
tunities, increased incomes, and higher standards of living. 

The increased production resulting from American private enter- 
prise investments in other countries makes it possible for these nations 
to conserve or create foreign exchange reserves, and thus serves to 
help such nations to establish and maintain equilibrium in their bal- 
ance-of-payments relationships with other countries, Such mereased 
production also provides the basis for greater taxable revenues for the 
governments of the underdeveloped countries, and thus enables them 
to expand activities designed to promote the education, health, and 
general economic and social well-being of their citizens. 

Investment of United States capital is not merely a transferral of 
dollar funds from this country to the recipient. This is just the 
initial phase. The employment of local labor, the exploration and de- 
velopment of raw material resources, the establishment of modern- 
ization of plant and equipment, the purchasing of local material and 
the reinvestment of plowback of earnings all work toward higher 
production and expansion of jobs and income. 

As private enterprise is utilized to develop the economies of various 
less developed countries, it leads toward the development of a capi- 
tal market. Many American investments initially provided exclu- 
sively from American capital have been expanded as joint capital 
ventures, utilizing the available private enterprise capital in other 
areas. The less developed countries cannot reach their full po- 
tential without a capital market, and this only can be supplied through 
private enterprise. 

OBSTACLES TO INVESTMENT 


One of the principal obstacles to the expansion of American direct 
investment abroad is the lack in many countries of a favorable invest- 
ment climate. Many of the countries most in need of development 
capital have a long record of discriminatory or other unfair treatment 
of invested capital, both domestic and foreign. 

Government acts inimical to private direct investment from abroad 
have taken various forms. The most extreme form of treatment and 
the one most certain to discourage new or expanded investment. of 
capital funds from abroad is that of expropriation or nationalization 
of domestic or foreign properties. Another form of treatment, which 
acts as a deterrent to the investment of foreign capital funds in a 
country, is the application of legislative or administrative measures 
which restrict the right of owners of an enterprise in a manner essen- 
tial to its successful operation. Among objectionable. measures of 
this type are those requiring that a majority control of the operating 
company be in the hands of citizens of the host country or which 
restrict the right of the company to bring into the host country the 
managerial and technical personnel and other key employees which it 
deems essential for proper operation of the enterprise. 

Other governmental acts inimical to investment in a country of 
foreign capital include the imposition of discriminatory or onerous 
taxes on enterprises established as a result of such investment, 
inequitable restrictions on the allocation of exchange for remittance 
of earnings, arbitrary or barnes ne limitations on the importation 
of productive equipment or other materials required for the proper 
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operation of such enterprises, and the assessment of unreasonable 
uties or tax levies on such imported products. 

_ In addition to the obstacles mentioned, enterprises established by 
investment of private capital are often subjected by the government of 
the host country to harassments of one kind or another which make 
it difficult, if not impossible, for such enterprises to operate satis- 
factorily and to bring the benefits to the host country which should 
result from the invested capital. 

Political instability in any country, particularly of a protracted 
nature, is an obstacle to the entry of foreign capital into the country. 
Economic development by private enterprise can only take place on a 
sound basis in areas where there is political stability and where there 
are competent and responsible officials to administer the laws. Like- 
wise, economic instability—for example, runaway inflation or the 
pereeery over a period of a serious inflationary situation—produces a 
background which is not conducive to the entrance of capital for 
investment purposes. 


CONDITIONS CONDUCIVE TO INVESTMENT 


Primarily responsibility for the creation of conditions necessary to 
attract private foreign capital must rest with countries desiring such 
capital. However, the establishment of favorable investment climates 
is a matter calling for cooperative action by countries needing invest- 
ment capital and those from which such capital is provided. Gov- 
ernments of capital-seeking countries must show by their attitude 
toward foreign capital, and more importantly, by their treatment of 
existing foreign enterprises, that they really want and desire to en- 
courage the investment of private foreign capital. They must also 
evince a willingness to enter into international agreements and to take 
such unilateral action as may be necessary to assure the safety of 
foreign investments and to facilitate the successful operation of 
enterprises established as a result of such investments. 

Basic to all efforts to create or maintain conditions essential to 
stimulate the international flow of private foreign investment is rec- 
ognition of the necessity for good faith and integrity on the part of 

overnments of countries in need of investment capital for economic 

evelopment. Sanctity of contract and security of property rights 
are of paramount importance. As a means to the assurance of these 
uisites, it is essential that governments of all nations accept the 
principle that agreements must be observed and property rights re- 
spected. It is also essential that governments of capital-seeking 
nations provide safeguards against expropriation or nationalization 
or other taking of private property owned by nationals of other 
countries. There must be assurance that, in the event foreign-owned 
property is expropriated or nationalized, the government taking such 
action will make prompt, adequate, and effective compensation. 

While the establishment of a favorable climate for investment is 
the primary responsibility of the individual country, nevertheless the 
development of a receptive climate, the guaranty of its continuance, 
and the assurance of its application to American investment should 
be covered by consummation of a modern and up-to-date treaty of 
friendship, commerce, and navigation. Bilateral agreements of this 
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kind are the conventional type of commercial treaty which, for more 
than a century, has governed trade and investment relations among 
nations.. However, many countries do not have commercial ‘treaties 
with the United States and in many cases, where ‘such treaties’ do 
exist, they are out of date and do not contain necessary provisions 
for safeguarding and encouraging private enterprise investments in 
such countries. 

The United States can promote the expansion of American invest- 
ment overseas in a number of ways. In areas where the concepts 
and philosophy of our private enterprise eyetem are not understood, 
or are misinterpreted as being on the same basis as feudal capitalism, 
the procedures and the benefits of direct private investment opera- 
tions should be fully explained. Representatives of the United 
States Government throughout the world should do everything pos- 
sible to promote private enterprise rather than Government opera- 
tion and should take every opportunity to urge the full use be made 
in economic development of the established principles of private 
investment. 

One action which ean be promptly and effectively taken by the 
United States Government is that involving income from American 
direct investments abroad and the United States tax treatment of this 
income. 

On this question of tax treatment of American income from foreign 
sources, Mr. Robert J. Kelliher, chairman of the National Foreign 
Trade Council’s committee on taxation, is here today, and I would 
request that he present the council’s views on that subject. 

Mr. Boaes, Thank you very much. We will be very happy to hear 
from you, Mr. Kelliher. 


STATEMENT OF ROBERT J. KELLIHER, CHAIRMAN, TAX COM- 
MITTEE, NATIONAL FOREIGN TRADE COUNCIL, INC. 


Mr. Keiirmer. Mr. Chairman and members of the committee, my 
name is Robert J. Kelliher, and I am chairman of the National For- 
eign Trade Council’s committee on taxation. 

The National Foreign Trade Council tax committee has already sub- 
mitted in considerable detail its written recommendations concerning 
the taxation of foreign income, which I request the committee to 
accept for the record. 

Mr. Boces. Without objection, it is so ordered. 

(The information referred to follows :) 


TAXATION OF INCOME FROM ForEIGN SouRCcES—STATEMENT IN BEHALF OF NATIONAL 
Foreign TRADE Councrit, INc., New York, N. Y. 


I. DECLARATION OF THE NATIONAL FOREIGN TRADE CONVENTION, 1958 


The essential points in the longstanding policy of the National Foreign Trade 
Council, Inc., in regard to the taxation of income from foreign trade and invest- 
ments are found in recommandation III on taxation in the final declaration of 
the 45th National Foreign Trade Convention, New York, N. Y., Nevember 17, 18, 
and 19, 1958, which reads: 

“Taxation: Considering the significance of American overaseas investment to 
our economic and strategic position, the failure of our Government to develop 
and adopt a fiscal policy as liberal as that of numerous other governments re- 
garding income from foreign sources is a serious deficiency in our overall foreign 
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policy. Accordingly, the convention points out that a revision of the United 
States tax on income derived from business operations abroad not only is im- 
portant to the maintenance and promotion of foreign trade and investment, but 
has now become imperative if United States enterprises are to operate under 
conditions of competitive equality with enterprises of other countries. 

“The convention reiterates its conviction that tax equality for United States 
private enterprises operating abroad can be achieved only if our Government 
recognizes that tax liability for foreign-source income should be measured by the 
effective tax burdens imposed by the foreign government, and if our Government 
imposes no further burden. 

“It should be noted that, particularly in areas where income-tax rates are 
relatively low, the foreign-tax burdens often include taxes other than income 
taxes, and these other taxes, in many cases, are not allowed as credits against 
United States taxes. 

“The United States tax burden is predicated upon a highly developed economy 
on which there is superimposed a tremendous military defense outlay and a 
costly foreign aid program established in the interests of mutual security. But 
the unrelieved impact of such high United States taxes upon income earned 
abroad has unfortunate effects which are inconsistent with our broader foreign 
policy of encouraging private investment. In the less mature economies, gov- 
ernments may have less concern with large revenues, and a critical need to 
create conditions conducive to local capital formation and to the attraction of 
foreign capital. In fiscal terms, such incentives are provided by relatively low 
income-tax rates, or by specialized concessions to industry whereby invest- 
ment is encouraged and the capacity to expand through reinvestment of earn- 
ings is enlarged. 

“To the extent that the United States Government does impose additional 
taxes upon income of overseas ventures of its nationals, the practical effect is to 
nullify the incentives offered by the foreign government. Beyond that, it en- 
courages the foreign government to increase income-tax rates to our high level 
and take for itself resources which otherwise would be taken by the United 
States Treasury. In either case, the capacity of the taxpayer to expand by re- 
investing earnings is decreased, rather than enlarged. Obviously, the limited 
amount of revenue derived by our Government from taxes on foreign-source 
business income is being progressively reduced in the process. The need to 
eliminate these negative factors is clear. A regime which is constructive rather 
than negative must be devised for the taxation of business income from foreign 
sources. 

“The convention favors those revisions in our tax laws which will tend to 
establish the desired tax equality for United States enterprises operating abroad. 
It believes that a 14-point reduction in the United States tax rate on foreign- 
source business income, coupled with equitable foreign-tax credit provisions, is a 
step toward the establishment of such a policy. 

“Tt also believes that proposals to defer United States taxes on the foreign- 
business income of United States enterprises until the income is remitted would 
be beneficial in the case of those enterprises which are able to promote and ex- 
pand their foreign investments thorugh the medium of reinvested earnings. 
Such proposals, by themselves, are inadequate in those cases where the enter- 
prise requires a large investment of capital and cannot be established through 
the medium of reinvested earnings. 

“In order that a proper evaluation can be made of proposals concerning the 
taxation of foreign-source business income, it is urged that any data which the 
Treasury may have available on revenue factors affected by such proposals 
should be made available to the public. If such data have not been compiled, 
it is recommended that the Treasury take the steps necessary to compile and 
publish such information. 

“The convention urges, as have previous conventions, the negotiation of tax 
treaties with other governments as a means of reducing the uncertainties and 
inequities which arise in the taxation of international business. However, the 
conyention points out that the prospects of negotiating treaties will depend to 
a material degree on the extent to which the United States is willing to liberalize 
its tax policies along the previously suggested lines. 

“In general, the convention advocates that the United States apply a liberal 
policy with respect to all those aspects of taxation which influence United States 
enterprises and individuals operating in the foreign field, and refrain from 
reducing, either administratively or through legislative means, the incentives 
for United States business to invest and operate abroad.” 
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Il, PROPOSALS 
A. General objective 


A basic policy of the National Foreign Trade Council, Inc., has been to en- 
courage private investment abroad, and to help achieve this the council has urged 
the Government.to incorporate in the United States Internal Revenue Code and 
tax conventions the principle of territoriality, i. ¢., the taxation ‘of business 
income only in the country in which is situated, the permanent establishment 
to which such income is properly allocable. The result would be to eliminate the 
burden of double taxation on American foreign investments in three respects, 
as follows: 

First, the rate borne would be that of the country in which the permanent 
establishment is located, which rate is determined in accordance with condi- 
tions prevailing in the country where the business in conducted, rather than 
that imposed in the United States where conditions ‘are entirely different. 

Second, the American investor would be placed in a position of tax equality 
with enterprises belonging to nationals of the country in which the permanent 
establishment is located, or to nationals of third countries which exempt. from 
tax the income allocable to. a permanent establishment situated in the given 
country. 

Third, the concessions ‘offered by other governments to attract investments 
would, not.be nullified by subjection of the exempted. income to the United, States 
tax, with the consequence that the American enterprise would be able to take. 
advantage of the.benefit of the same kind of rate reductions or exemptions, 
investment allowances, accelerated depreciation, or other eoncessions that. are, 
enjoyed by competitors. 

The adoption of such measures has become, increasingly important in view 
of the steps being taken by other countries to foster foreign trade and. invest- 
ment. through the medium of.their taxing policies. In. this connection, there is 
attached hereto a memorandum, entitled ‘Tax, Incentives, for, Foreign Invest- 
ments granted by Other. Countries,” by. Mitchell B.. Carroll, special. counsel, 
National Foreign Trade Council’s Tax Committee, which outlines in consider- 
able detail what other countries are doing to encourage investment or trade 
abroad. 

In order that a proper evaluation can, be made of proposals concerning the 
taxation of foreign source business income the council urges: that the Treasury 
publish any data which may be available with reference to the revenue factors 
involved; or that steps be taken to compile and publish such information, if it is 
not yet available. 


B, Specific proposals.advanced by the National Foreign Trade Councils, Inc. 


The National Foreign Trade Council. contends that the adoption of the principle 
of territoriality would, be the simplest way to place United States investors or 
enterprises in a position of tax parity with the enterprises of. other countries. 
Further, it believes that until this final adoption is achieved the present, frame- 
work of existing legislation should be amplified by the adoption of measures which 
provide the following: 

1. Reducing the United States rate on net income derived from foreign branches 
or subsidiaries so as to bring it approximately to the level of income taxes in 
the countries in which American enterprises can aid in their economic develop-, 
ment; or amending the law so that the credit will equal the United States tax 
Otherwise payable on the net income derived from the foreign branch or 
subsidiary ; 

2. Broadening the concept of “in lieu taxes” to cover various empirical income 
taxes adopted primarily in less developed countries which, in order to obviate 
administrative difficulties, resort to various rudimentary levies that from their 
viewpoint are essentially equivalent to our income tax whether or not in complete 
substitution of an income tax generally applicable. 


C. Fourteen percentage point reduction in rate 


The council supported, and still supports, the recommendations of the President 
of the United States to the 88d Congress on January 21, 1954, and to the 84th 
Congress on January 10, 1955, which would extend the rate reduction granted 
to Western Hemisphere trade corporations on a worldwide basis, The January 
10, 1955, message reads : 

“To facilitate the investment of capital abroad I recommend enactment of legis- 
lation providing for taxation of business income from foreign subsidiaries or 
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branches at a rate of 14 percentage points lower than the corporate rate on 
domestic income, and a deferral of tax on income of foreign branches until it is 
removed from the country where it is earned.” 

In connection with the President’s recommendation to extend the 14-point re- 
duction on foreign source business income, the council calls attention to the 
growth of the Latin American economy in the 10-year period from 1946 to 1956, 
during which period United States direct investments in Latin America rose 
from $3 billion in 1946 to $7 billion in 1956. This impact of United States pri- 
vate foreign investment is fully set forth in the comprehensive study prepared 
by the United States Department of Commerce entitled, “The Role of United 
States Investments in the Latin American Economy.” 

It cannot be suggested that this impetus in the growth in the Latin American 
economy in the 10-year period from 1946 through 1956 is wholly due to the tax- 
incentive rate accorded to Western Hemisphere corporations, since there are 
many factors involved, but there is not doubt that it has had a certain direct 
effect through the direct reduction of the rate, and it is the opinion of business 
that the 14-point reduction in the tax rate has constituted a live factor in the 
introduction of increased direct private capital in Latin America. 


D. Deferrat of tax on the business income of United States enterprises 


The council favors those revisions in our tax laws which, in the case of enter- 
prises operating abroad, would permit them to defer liability to United States 
taxation until their foreign business income is remitted; provided that such 
enterprises are not deprived of benefits that are now accorded by thé Internal 
Revenue Code to other domestic corporations. 

The council points out however that déferral proposals, while beneficial in 
the case of those enterprises which are able to promote and expand their foreign 
investments through the medium of reinvested earnings, aré inadequate, by 
themselves, in those cases where enterprises require a large investment of capi- 
tal and cannot be established through the medium of reinvested earnings. 


E. Election between per country and overall limitations on foreign tax credit 


The council favors an amendment to section 902, Internal Revenue Code, 
which would allow the taxpayer to have either the existing per country limita- 
tion or an overall limitation. 

The removal of the overall limitation was designed to preclude foreign losses 
in one country from offsetting the income from another foreign country where 
a foreign tax was paid, resulting in a loss of credit for taxes paid to the latter 
country. 

The repeal of the overall limitation was recommended in the House report 
because it (the overall limitation) discouraged a company operating profitably 
in one country from going into another country where it may expect to operate 
at a loss for a few years. However, the same result would have been accom- 
plished by allowing an election between the two limitations. 

The National Foreign Trade Council urges that section 904, IRC be amended 
to include the overall limitation with a provision permitting the taxpayer to 
elect each year between it and the per country limitation, or that the same re- 
sult be accomplished by amending section 904 to provide that the aggregate 
amount of credit for foreign taxes under section 901 shall not be reduced under 
the per country limitation to an amount which is less than the proportion of 
the United States tax against which such credits are taken which the taxpayer’s 
taxable income from all sources outside the United States bears to his entire tax- 
able income. 


F. Taz conventions 


The United States has concluded tax conventions with 21 other countries 
including many of the leading trading nations. These provide for the reciprocal 
adoption of principles and methods to avoid the double taxation of income derived 
by United States citizens and corporations from operating and investing abroad. 
The National Foreign Trade Council, Inc., strongly supports the conclusion of 
tax conventions with additional countries, and the incorporation therein of 
provisions to grant rate reductions and credits intended to avoid the nullifica- 
tion of concessions offered by foreign governments to attract American invest- 
ments, such as the foregoing of taxes, the lowering of rates, or a reduction in 
the basis of taxation. 
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G. General 


In general, the council advocates that the United States apply a liberal policy 
with respect to all those aspects of taxation which influence United States 
enterprises and individuals operating in the foréign field and refrain from reduc- 
ing, either administratively or through legislative means, the incentives for 
United States business to invest and operate abroad. 


Tax INCENTIVES FOR FOREIGN INVESTMENTS GRANTED BY OTHER COUNTRIES 
Mitchell B. Carroll, special counsel, tax committee 


The purpose of this paper is to review briefly the provisions adopted by the 
leading governments of Western Europe and by Canada to encourage their 
companies to invest or trade abroad, and particularly the governments which 
recognize the fundamental principle that where an enterprise of one country 
has a permanent establishment in another, the latter should have the exclusive 
right to tax income attributable to the etsablishment within its territory. 

From the tax viewpoint, this provision enables the company to compete on 
equal terms with other enterprises operating in the given country. 


France 


During the period of business expansion after World War I, Francé addépted 
a tax on industrial and commercial profits, but it exempted from this tax profits 
allocable to a permanent establishment in another country.’ In the case of 
companies; this tax has been superseded by a company tax with a present rate 
of 45.6 percent, but the same principle applies with regard to profits of a 
permanent establishment abroad and has been extended to cover three-fourths 
of the dividends from a foreign subsidiary.’ 

France is reported to grant certain tax concessions also in the following cases: 
For income from securities issued by enterprises established in an overseas terri- 
tory of the French Union; distributions by metropolitan enterprises, at least 50 
percent of which are derived from overseas territories; and profits of corpora- 
tions organized with Government approval to engage in petroleum research 
within the French Union, insofar as such profits are reinvested in such research 
projects under certain conditions.’ 

Spain 

Likéwise Spain, in order to avoid superimposing its tax on income already 
subject to tax abroad, abandoned in 1924 its right to tax foreign income to the 
extent to which a foreign state would, under the precepts of Spanish law, have the 
right to tax a Spanish enterprise doing business in its territory. 

When the preliminary studies resulting in this decree of 1924 were under 
consideration, the question was raised whether the Spanish state would (a) re- 
nounce only a portion of its tax equal to the amount collected by the foreign 
state, or (0) whether it would be preferable to deduct from the profits a part 
corresponding to the volume of business carried on abroad. 

The latter solution was adopted because,. presupposing the Spanish company 
would be subject to a direct tax in the foreign country which was lower than the 
Spanish tax, this solution would have the advantage of putting the Spanish 
company on the same footing from the tax viewpoint as a competing enterprise 
of the foreign state. 

Consequently, in order to ayoid international double taxation, there will be 
deducted from the basis of the Spanish taxes on profits and dividends, the 
proportion of the company’s profits realized from establishments in one or more 
foreign countries, and subject to a direct tax or an equivalent tax, the deduction 
being ordinarily within the limitation of two-thirds of the taxable income. The 
same principle applies to dividends from foreign subsidiaries. However, this 
allowance is increased to four-fifths if the company does not earry on in Spain, 
its colonies or protectorates any industrial or mercantile activity.‘ 


1 Decree of October 15, 1926, League of Nations, Taxation of o's and National Enter- 
prises (1932) (hereinafter called Taxation), vol. I, ocument E/CN 8/66 
add. 4, p. 5, Nov. 21, 1952, Federation of British Fedpiprien. "Taxation in the Proposed Free 
Trade “Area (June 1958) (hereinafter called Federation), p. 80. 
2U. N. Ecosoe Agenda Item 5, Geneva, 1956, p. * 

®U. N. Ecosoe Agenda Item 5, Geneva, 1956, BS 

éTaxation, vol. 1, pp. 140, 141, Semir and Ordeix, Contribuctén. de Upnica des (1958), 
law of September 22, 1922, tariff ill, disposition 9 as amended, pp. 563, 564, 
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Further, if a nonresident corporation, such as an American corporation, holds 
shares in a Spanish ccmpany which operates in a third country, the American 
shareholder’s dividends received would be includéd in the foregoing exemption.® 

In short, if either a French or a Spanish company has a branch establishment 
or a subsidiary in New Orleans, the Governments of France and Spain recognize 
the sovereign right of Louisiana to tax the income produced within its territory, 
and waive to the indicated extent the right to levy their own taxes on such income. 

Essentially similar provisions are found in the laws of numerous other gov- 
ernments in Europe and elsewhere. 


Italy 

Thus, Italy in 1927 inematen from its tax on income from movable wealth, 
which has at present a total rate of about 26 percent, profits allocable to a 
permanent establishment abroad on the basis of a separate accounting.’ It is 
reported that the same principle applies in practice to the company surtax of 
15 percent on a company’s entire net taxable income exceeding 6 percent of its 
taxable assets.’ Furthermore, Italy does not require payment of a dividend tax 
when the profit is distributed. 


The Netherlands 

The Netherlands was at one time the third colonial power of the world, and 
its Parliament has been concerned with the problems of double taxation ever 
since its first income tax was introduced in 1893. That Government, in com- 
puting a domestic company’s liability to tax with a present top rate of 47 
percent, grants a deduction which in principle equals the Dutch tax which the 
taxpayer would have to pay if its net income were equal to the amount which 
it derives from the given foreign jurisdiction. The deduction is thus computed 
with respect to each jurisdiction of origin as if that jurisdiction determined net 
income in the same way as the Netherlands. 

As this deduction is to avoid double taxation, it is not in principle granted 
in respect of income which ‘is not legally taxable in the jurisdiction or origin. 
Nevertheless, in practice the deduction may be allowed even though the foreign 
tax has not actually been imposed.® 

The Netherlands system of tax relief differs from the credit allowed in the 
United Kingdom or the United States, because it depends only on the Nether- 
lands rate and the Netherlands method of computing taxable income. The 
reduction in the Netherlands tax may be more or less than the foreign tax on 
the foreign income, because of differences either in the tax rates or in thé 
method of computing taxable income. The relief can be computed without 
the verification of the amount of tax paid or payable abroad, and the reduction 
does not change with variations in the foreign rate.® 

This system also differs from outright exemption of income taxable abroad, 
because in the latter case, if the rate scale of the home country is progressive, 
the exclusion of the foreign income leaves the rate scale applicable only to 
the balance of the taxpayer’s income. The Netherlands form of relief has the 
same result as outright exemption when the taxpayer’s home rate of tax is 
a flat rate.” 

A Dutch company ordinarily withholds a tax of 15 percent from dividends, 
but if the shareholder is a company which holds at least 25 percent of the paid-up 
capital of the Dutch company, then the dividends are exempt from the 15 
percent tax. In any case, the Netherlands has waived this tax when the divi- 
dend is paid to a United States citizen or corporation not engaged in trade or 
business in the Netherlands through a permanent establishment, under article 
VIL of the income-tax convention between the two countries, signed April 29, 
1948. The Dutch Government has also embodied essentially similar provisions 
in various tax conventions with other countries. 


Switzerland 

In Switzerland fiscal sovereignty is exercised by the Confederation and by 
each of the 25 cantons and half-cantons. However, the fiscal sovereignty of 
the cantons is subject to the restrictions in article 42, paragraph 2, of the 
Federal Constitution, which prohibits double taxation as between the cantons. 


5Semir and Ordeix (1958), tariff IT, rule 3d, p. 267 

® Law No. 1463 of August 12, 1927, art. 9, Taxation, vol. II, p. 245; Federation, p. 102. 
™ Federation, p. 102. 

® Taxation, vol. Il, Py 3A 

*'U. N. Doc. E/286 rade. Bas 1956, pp. 21, 22. 

%” Taxation, vol. II, p. 
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Although this article applies only as between the cantons,” the principle is 
also applied in taxing a Swiss company in respect of income from a permanent 
establishment or property situated in a foreign country and in taxing such 
assets. 

In the case of a Swiss company, the relief from the Federal defense tax on 
income is accomplished by reducing the tax, with a top rate of 8 percent be- 
ginning in 1959, by the part of the tax corresponding to the permanent estab- 
lishment abroad, determined by the ratio of sales or other factors relating 
to the establishment to the total sales or other factors relating to the enter- 
prise as a whole. This reduction is allowed regardless of whether the income 
has been taxed abroad.” 

In recognition of the contribution of the administrative activities at the head 
office in Switzerland to the earning of the profits, the tax administration may, 
aceording to the circumstances, allocate to the head office a so-called praeciput 
of from 10 to 25 percent. However, if Switzerland has a tax convention with 
the other country, the convention usually provides that the income attributable 
to the permanent establishment in the other contracting state will be exempt 
in Switzerland, and generally an appropriate part of the head office expense 
may be allocated to the permanent establishment and deducted frem its gross 
income. 

In general, the cantons are said to follow the foregoing practice of the Fed- 
eral Government. Some cantons that are less favorably situated than others 
have taken measures similar to those adopted by certain cities in the United 
States, and have sought to attract business by offering favorable tax regimes 
to companies that meet certain conditions. 


Germany 


Germany has for general application a credit system essentially similar to 
that envisaged in article 901, Internal Revenue Code.” Thus a German com- 
pany with a branch abroad may credit the foreign taxes paid on income of the 
branch against the German corporation tax, with a rate of 51 percent on undis- 
tributed income but only 15 percent on distributed income, within the limitation 
of the German tax on the foreign income. 

However, in a number of tax conventions, the Bonn government has “let 
free’’ from the German tax the profits allocable to a permanent. establishment 
in the other contracting state. 


Lurembourg 


The Luxembourg tax on companies ranges from 20 to 40 percent.“ Its tax 
treaty with Belgium—the country with which Luxembourg has the closest eco- 
nomic relations—provides for exempting from this tax a domestic company’s 
income attributable to a permanent establishment in Belgium. A nominal tax 
is imposed on domestic companies which hold shares in foreign companies. 


Taxation ona subsidiary in Belgium 


Let us suppose that, in order to take advantage of having a center of operations 
at the provisional seat in Brussels of the European Common Market, an American 
corporation should establish a subsidiary there with a view to having Sales 
branches in other countries. Unless, under a tax convention, profits are 
exempted by Belgium because they are allocable to a permanent establishment 
in, and are therefore taxable by, the other contracting state, the subsidiary would 
find it would have to pay tax in Belgium at reduced rates in respect of the 
profits after taxes of the branches taxable abroad. 

Thus, if the net profits of the branches were included in the company’s undis- 
tributed income, they would be subject to one-fifth of the ordinarily applicable 
rate of professional tax, that is, a top rate of 8 percent if paid in advance. If 
the branch profits are included in distributed income, the crisis tax would be 
reduced from 20 to 4 percent, and the tax on income from movable property 
would be reduced from 30 to 12 percent. 

However, if the Belgian company had a branch in Germany, with which country 
Belgium has no tax treaty, the profits of the branch would bear a German tax 
of 49 percent and in Belgium the reduced rates on the balance of the profit after 
the German tax. This would bring the total effective burden on the profit made 
in Germany up to well over the effective rate ordinarily paid by a Belgian com- 
pany on distributed income, which is figured at 45.3 percent. 


1 Federal Defense Tax Law, arts. 19, 44, 46, and 55. Federation, p,.149. 
12 Korperschaftsteuergesetz, sec. 19 (a), Einkommensteuergesetz, sec. 84 (c), 
13 Federation, p. 106. 
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Taxation of a subsidiary in another Common Market country 


Assuming that a United States enterprise establishes a subsidiary in another 
country in the Common Market, the subsidiary can enjoy of course the same 
advantages under the tax laws of that country and the tax treaties to which 
it is a party. We have already summarized the favorable provisions, not only 
of Belgium, but also of France, Iialy, and the Netherlands, which are members 
of the European Economic Community. Insofar as these countries have income 
tax conventions with each other, there is applicable a provision whereby the con- 
tracting state in which a company has its seat will not tax said company on 
income allocable to a permanent establishment in the other contracting state. 

In other words, a corporation thus able to benefit from the previously 
described exemptions under laws or under tax treaties of income attributable 
to branches in other States will be in a situation substantially similar to that 
of a corporation with its seat or factory, for example, in New York, which sells 
its products at branches in other States of the Union with taxes based on income. 
However, the company established in the Common Market will obviously have 
an appreciable advantage over an American corporation outside that group of 
nations if both the country of the branch and that of the head office have rates 
less than the United States corporation rate of 52 percent. 


Subsidiary based in London 


If a corporation wants to use London as a base for foreign operations— 
especially if the free-trade zone or some modification thereof should be adopted— 
and creates there a subsidiary which establishes branches in other countries, 
the corporation can take a credit for the income taxes paid by such branches 
which is essentially similar to the United States credit for directly paid foreign 
income taxes (sec. 901, IRC). 

However, if the British company elects to be taxed as an overseas trading 
corporation,“ because it derives income through carrying on trade entirely 
outside the United Kingdom, such as in Common Market or other countries, 
in such a way that its profits would be subject to taxes abroad similar to 
the profits tax or income tax, then such company would be exempt in respect 
of its overseas trading profit from both profits tax of 10 percent and the 
standard rate of income tax of 42% percent. When said company distributes 
its profit, it pays the standard rate and withholds it from the dividends paid, 
thus passing the tax on to the resident shareholders. 


Canada 

It is of interest to note that the British Royal Commission which proposed 
the Overseas Trade Corporation admitted that it was influenced by the existence 
in Canada of the provisions now found in section 71 of the Dominion Income 
Tax Act. These provisions allow a corporation to elect to be taxed as a foreign 
business corporation if all its business is of an industrial, mining, commercial, 
public utility, or public service nature, and is carried on entirely outside Canada, 
and if it meets other conditions. Such a corporation is exempt from the Do- 
minion income and old-age security taxes with a top rate totaling 47 percent, 
and pays only an annual fee of $100 on filing a prescribed return. If another 
Canadian corporation owns more than 25 percent of its voting stock, the 
exemption from income tax follows through to the recipient corporation.” 

Canada also gives a Canadian corporation a deduction for dividends received 
from a nonresident corporation more than 25 percent of whose voting stock is 
owned by the Canadian corporation.” 

Canada grants these special forms of relief from double taxation although 
it grants a deduction for foreign taxes essentially similar to the foreign tax 
eredit described in section 901 of the United States Internal Revenue Code.” 


Provisions in tax conventions 

We have seen that leading European countries and Canada have as a matter 
of national policy enacted unilateral concessions in their tax laws to encourage 
domestic companies to become established or invest abroad. Furthermore, 
practically all of these countries have consolidated their legislative provisions, 
or adopted more liberal provisions, in bilateral tax conventions with other 
governments. 





14 United Kingoom Finance Act 1957, secs. 23 and 24. 
1% Dominion Income Tax Act, sec. 28 (1) (e). 

16 Td., sec. 28 (1) (d). 

27 Id, sec. 41 (1). 
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In an annex to this paper there appears a list of the conventions between 
BHuropean countries, published by the League of Nations or subsequently by the 
United Nations, which stipulates that business income will be taxable only by 
the country where is situated the permanent establishment to which it is 
attributable. This relief is affected under provisions that vary from treaty to 
treaty, but may be broadly classified in three categories, as follows: 

A. Provisions stating that industrial and commercial profits are taxable 
only in the country where is situated the permanent establishment that 
produced the income; 

B. Those which permit the country with a progressive scale of rates to 
include in the total income cf a domiciled taxpayer the exempted net profit 
of a permanent establishment in the other contracting state in order to 
determine the effective rate applicable to the taxpayer’s other income. 

C. Those which grant relief against the home tax by means of a credit 
which in most cases is measured by the amount of the home tax on the 
income of the establishment in the other contracting state. 

Even the last two methods are intended to leave unimpaired the exclusive 
right of the country of source to tax the income produced in its territory. 


Dividends from foreign subsidiaries 


It should be emphasized also that numerous governments have followed the 
realistic policy of recognizing that domestic corporations often have to create 
subsidiaries in foreign countries, rather than merely register branches, either 
because of nationalistic requirements or business expediency. Hence Canada 
grants a deduction of dividends received from a foreign corporation, provided 
the Canadian corporate recipient owns at least 25 percent of the voting stock of 
the foreign company which pays the dividend.” 

Belgium requires a domestic recipient of a dividend from abroad to pay the 
tax on income from movable property at 12 percent (instead of 30 percent) on 
the net dividend; i. e., after deduction of the foreign withholding tax. 

Similarly, the Netherlands exempts a Dutch company from company tax on 
dividends from a foreign company in which the Dutch company holds a con- 
siderable interest, i. e., of at least 25 percent of the paid-up capital,” and which 
has been subject to tax abroad. 

Italy extends the exemption from profits tax granted an Italian company in 
respect of income earned by a branch abroad to dividends received by an Italian 
company from a foreign subsidiary company in which the former owns a 
substantial majority of the shares.” 

Swiss companies which hold shares in foreign companies are granted a 
deduction from the basis of the Federal defense tax in respect of dividends 
from such companies if the recipient company holds at least 20 percent of the 
capital stock or shares worth at least 2 million Swiss francs in the company 
which pays the dividend.” 

In the case of a Spanish company operating abroad, the exemption granted 
for profits derived abroad is extended to dividends from foreign subsidiaries 
which are deemed to belong to the company’s foreign business.” 


European efforts for further tax alleviation for foreign investments 


Duropean governments are not content with what has been done, but are 
seeking to do more. A tax committee of representatives of the 17 countries, 
which are members of the Organization for European Economic Cooperation, 
is meeting frequently to review the existing measures in national laws or tax 
conventions to eliminate or reduce double taxation, and is making recommenda- 
tions to their respective governments which, if adopted, would lead to greater 
uniformity in relief provisions. Presupposing the common acceptance of the 
principle that each country should tax an enterprise operating internationally 
only on income allocable to a local permanent establishment, they have reached 
an agreement on a uniform definition of that term. They are now considering 
the taxation of other classes of income. 


%U. N. Doc. E/CN, 8/66, Add. 2, pp. 8, 5, and 7. Dominion Income Tax Act, sec. 28 
d) 


) (da). 

9 If the 25-percent test cannot be met, but the activities of the 2 companies are closely 
connected or are adjudged to be in the public interest, the participation, with the approval 
of the Minister of Finance, may be treated as a considerable interest. U. N. Doc. 
E/2865/Add. 1, Mey see EP 7,19. 

2 Taxation, vol. II, p. 267. 

21 Swiss Federal defense tax law, art. 59. 

2 Taxation, vol. I, p. 159. 
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Last September, I visited the provisional headquarters of the Common Market, 
which is situated in a street in Brussels bearing the propitious name of Avenue 
de la Joyeuse Entree, and was advised that a group of tax experts had been 
formed by the administrative commission to consider measures to assure fair 
play, from a tax viewpoint, as between members of the Common Market, and then 
to,study the possibility of harmonizing the tax system. 

They are starting with an examination of turnover taxes, and may get to in- 
come taxes within a few years. In the meanwhile, certain governments of the 
member countries, if not all, have assigned officials to look into the impact ot 
their own taxes on the flow of business and investments between their own 
country and the others. 

If they find that the provisions in their laws are not conducive to carrying 
out the purposes of the Common Market Treaty, their governments may amend 
their laws or embody corrective clauses in tax conventions with the other member 
states. 


Summary of tax incentives to encourage foreign investments 


It is important to recall that the United States was a pioneer in taking steps 
to avoid international double taxation by introducing in 1918 a credit for for- 
eign taxes. In the revenue bill of 1921, the House of Representatives passed 
a measure which would exclude, from a domestic corporation’s gross income, 
gross income from sources without the United States if such corporation derived 
during a prescribed 3-year period at least 80 percent of its gross income from 
sources without the United States and at least 50 percent of its gross income 
from the active conduct of a trade or business without the United States. 

However, the Senate amended: this provision, replacing “without the United 
States” by “within a possession of the United States.” * 

During the intervening years, the foreign-tax credit has been liberalized in 
some respects, and in 1942 the Congress granted a reduction in rate now equiva- 
lent to 14 percentage points ™ in order to enable a domestic corporation which 
meets certain tests to compete on more equal terms with foreign enterprises oper: 
ating in other countries of the Western Hemisphere with lower tax rates. How- 
ever, we have seen that the leading European countries and Canada have out- 
stripped this Government in granting tax concessions to their domestic enter- 
prises in order to facilitate their investing or trading abroad. 

The conditions for obtaining the described relief range from merely requiring 
that the taxpayer maintain abroad a permanent establishment or hold a certain 
percentage of stock in a foreign subsidiary, to requiring that the profits of the 
permanent establishment or of the subsidiary be taxable abroad. 

The forms of relief under tax treaties vary from absolute exemption or free- 
ing from tax of the foreign income to deducting from the enterprise’s home tax 
on total net income the amount of home tax that would be payable if the foreign 
income were the sole income. 

The United Kingdom permits an overseas trade corporation to earn abroad 
and plowback income in the development of its activities, and escape United 
Kingdom taxes altogether until the conspany distributes the income and then 
pays the standard rate but passes it on, by deduction from the dividend, to its 
resident shareholders. The proponents of this measure found a useful precedent 
in the Canadian provisions exempting a foreign business corporation, 

We have also seen that some countries, which require a domestic corporation 
first to pay a profits tax and then to withhold a tax on dividends, have permit- 
ted the exemption from tax of profits to follow through and apply to a large de- 
gree, if not completely, in respect of dividends. 

A number of the governments mentioned have assimilated operating through a 
subsidiary abroad to operating through a branch and, under certain conditions, 
have exempted the domestic corporation on dividends received from such sub- 
sidiary just as they exempt profits from a permanent establishment abroad. 

One could go on and look at the laws of other countries, but a sufficient pic- 
ture had been painted of the types of concessions that countries which have long 
had income taxes are giving to their nationals to make it easier for them to op- 
erate abroad. 

Especially in view of the fact that most of the countries mentioned, as well 
as numerous other countries, have effective rates of tax lower than the United 


3 Conference report, H. Rept. 486, 67th Cong., Ist sess., pt. 2, Cum. Bull. 1939-1, 
p. 207 : I. R. C., see. 931. 
“7. R.C., sec. 921. 
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States corporate rate of 52 percent, the question arises whether this Goveriiment 
should not, as a matter of foreign-trade and investment policy, adopt measures 
in the Internal Revenue Code and tax conventions which would remove tax 
handicaps imposed at home on American corporations and citizens endeavoring 
to compete abroad. 

The measures granted by foreign governments to their nationals that often 
give them a competitive advantage over Americans, when compared with the 
relief provisions in the Internal Revenue Code, may be epitomized as follows: 

1. In the case of a domestic corporation deriving income from a permanent 
establishment in another country, the home country recognizes the exelusive 
right of the foreign country to tax such income by allowing an exemption or de- 
duction from the home-tax basis or a credit equal to the home tax on such in- 
come. 

II. In the case of a domestic corporation with a substantial interest (e. g., 20—- 
25 percent) in the voting stock of a foreign corporation, the granting by the home 
government of a similar type of exemption, deduction, or credit. 

II. In the case of a domestic corporation engaged almost exclusively in in- 
dustry or commerce abroad which wants to plow back its earnings in the ex- 
pansion of its business, the postponing of tax liability at home until the income 
is distributed. 

If there could be any doubt that home taxes have a deterring effect on foreign 
trade and investments, the fact that all the mentioned countries have, in the 
various described ways, renounced the home taxes is conclusive evidence that. it 
must be so or they would not have done it. While many of these measures 
were introduced as far back as the 1920's, the United Kingdom sought to catch 
up, to a certain degree, by including in the Finance Act of 1957 the provisions 
concerning the overseas trade corporation. The 17 member governments in the 
OEKEC are actively seeking to improve the measures already taken. Obviously, 
if such measures are good for competitors, they ought to be good, also, for Amer- 
ican enterprises. 

ANNEX 
A. Taxable only at permanent establishment 


In the following agreements, the income allocable to a permanent establish- 
ment in one contracting state of an enterprise with its fiscal domicile in the 
other contracting state is taxable only in the former state. 

Convention, Germany and Italy, October 31, 1925, article 3, 1 Coll.* 80, rein- 
stated as of January 1, 1951, between the Federal Republic of Germany and 
Italy by exchange of notes November 20, 1952, V U. N.? 165, 225. 

Convention, Hungary and Italy, November 25, 1925, article 3, 1 Coll. 87.* 

Convention, Hungary and Yugsolavia, Febr uary 22, 1928, article 3, 3 Coll. 9.° 

Agreement, France and Italy, June 16, 1930, article 6, 3 Coll. 24, as supple- 
mented by agreement of November 16, 1931, 5 Coll. 69. 

Convention, Belgium and Luxembourg, March 9, 1931, article 4, 5 Coll. 7, as 
supplemented by protocol of February 7, 1952, IV U. N. 99. 

Convention, Belgium and France, May 16, 1931, article 7, 5 Coll. 58, 106, as 
supplemented by agreements of December 23, 1931, 5 Coll. 106, and December 
5, 1934, 6 Coll. 64, and exchange of notes of June 28, 1952, IV U. N. 239. 

Convention, Belgium and Italy, July 11, 1931, article 6, 5 Coll. 64, as supple- 
mented by exchange of notes of September 29, 1938, V U. N. 48.* 

Convention, Germany and Switzerland, July 15, 1931, article 3, 5 Coll. 11, as 
modified by protocols of January 11, 1934, 6 Coll. 22, September 7, 1940, and 
December 8, 1948, II U.N. 3 : 

Convention, France and Germany, November 9, 1934, articles 3 and 14, 6 
Coll. 14.5 


1Coll., Collection of International Agreements and Internal Legal Provisions for the 
Prevention of Double Taxation and Fiscal Evasion, vols. I-VI, published by the League 
of Nations. 

2U. N., International Tax Agreements, vols. I-VIII, published by United Nations Depart- 
ment of Economic and Social Affairs. 
rine application of this convention is, in fact, limited by the nationalization of property 
n Hungary. 

* This convention was pewnceete during World War II, but was reinstated by notification 
of Belgium, March 10, 1948, V U, N. 43. 

In the case of individual Chetty, the state of domicile may include in entire net 

inc ome the exempt foreign income for the purpose of determining the rate of tax applicable. 


83415—5R 24 
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Agreement, France and Sweden, December 24, 1936, articles 3 and 138, 1 
U. N. 14 

Agreement, Italy and Rumania, December 3, 1938, article 3, I U. N. 66.° 

Agreement, Hungary and Rumania, October 28, 1937, article 3, I U. N. 48. 

Agreement, Denmark and Finland, December 2, 1937, article 4, I U. N. 53. 

Agreement, Hungary and Switzerland, October 5, 1942, article 3, II U. N. 
7, confirmed by protocol of February 2, 1948, II U. N. 21. 

Protocol, Austria and Hungary, August 29, 1947, IV U. N. 5, providing for 
the provisional application between the said countries of the agreement be 
tween Germany and Hungary of November 6, 1932, as amended article II, 1 
Coll. 36. 

Exchange of notes, Austria and Italy, August 26, 1950, IV U. N. 29." 

Exchange of notes, Austria and Trieste, November 18 and December 4, 1950, 
IV U.N. 29." 

Exchange of notes, Austria and France, May 4 and 30, 1951, IV U. N. 59, 
providing for the provisional application between said countries of the agree- 
ment of November 9, 1934, between France and Germany, supra.* 

Exchange of notes, Federal Republic of Germany and Greece, November 23, 
1951, and May 20, 1952, providing for the application of the agreement of June 
15 and July 21, 1944, article 1 (b) German order of June 15, 1944, and Greek 
Law No. 1649 of July 21, 1944, article 1 (b), VI U. N.11. 

Agreement, France and Saar territory, May 20, 1953, article 9, IV U. N. 186. 


B. Income to be included in aggregate taxable income for purposes of assess- 
ment in state of fiscal domicile 

In the following agreements income from industrial and commercial enter- 
prises is taxable only by the state in which a permanent establishment is 
situated, but such income is includible by the state of fiscal domicile in the 
enterprise’s entire net income for the purpose of determining the rate of tax 
applicable to income taxable in the latter country. 

Agreement, Hungary and Sweden, June 17, 1936, articles 5 and 13, I U. N. 9. 

Agreement, Sweden and Switzerland, October 16, 1948, article 4 and final 
protocol ad. Articles 2to8 (1), II U.N. 28. 

Agreement, Finland and Sweden, December 21, 1949, articles 5 and 13, II 
U. N. 69. 

Agreement, France and Norway, September 22, 1953, articles IV and XIX, 
VI U.N. 28. 

Agreement, Denmark and Sweden, October 27, 1953, articles 5 and 13, VI 
U. N. 37. 

Agreement, Finland and Norway, March 29, 1954, articles V and XIX, VI 
U. N. 93. 

Agreement, Austria and Switzerland, November 12, 1953, article 4 and final 
protocol ad. Articles 2 to9 (2), VI U. N. 44. 

Agreement, France and Switzerland, December 31, 1953. Article 4 and final 
protocol ad. Articles 2 to 9 (2), VI U.N. 59. 

Agreement, Austria and Federal Republic of Germany, October 4, 1954, 
articles 4 and 15, VI U. N. 149. 

Agreement, Austria and Liechtenstein, December 7, 1955, article 4 and final 
protocolad. Articles 2 to9 (2), VII U. N. 53. 

Agreement, Norway and Sweden, September 27, 1956, articles 5 and 18, VII 
U..N. 182. 

Agreement, Norway and Switzerland, December 7, 1956, article 4 and final 
protocol ad. Articles 2 to 9 (2), VII U. N. 154. 

Agreement, Italy and Sweden, December 20, 1956, articles 5 and 17, VII 
U. N. 173. 
- Agreement, Denmark and Norway, February 22, 1957, articles 5 and 17, VII 
J. N. 225. 

Agreement, Denmark and Switzerland, January 14, 1957, article 4 and final 
protocol ad. Articles 2 to9 (2), VII U. N. 192. 


5In the case of individual taxpayers, the state of domicile may include in entire net 
income the exempt foreign income for the purpose of determining the rate of tax applicable. 
8 a application of this convention is in fact limited by the nationalization of property 

ngary. 

*Exchange of notes provides for the provisional application between said countries of 
the agreement and protocol between Germany and Italy of October 31, 1925, supra. 

8In the case of individual taxpayers, the state of domicile may include in entire net 
income the exempt foreign income for the purpose of determining the rate of tax applicable. 
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0. Credit provisions 


In the following agreements the principle of taxing the income allocable to a 
permanent establishment only in the contracting state where it is situated is 
accomplished by means of a credit provision : 

Agreement, Germany and Sweden, April 25, 1928, article 3 and final protocol 
19, 1 Coll. 64. 

Convention, Rumania and Yugoslavia, January 30, 1933, articles 3 and 8, 6 
Coll. 31. 

Jonvention, Belgium and Netherlands, February 20, 1933, article 4 and final 
protocol III, 6 Coll. 9. 

Agreement, Hungary and Netherlands, November 15, 1938, article 4 and final 
protocol III, VII U.N. 4. 

Agreement, Denmark and Germany, December 16, 1938, articles 6 and 15, I 
U.N. 72. 

Agreement, France and Netherlands, December 30, 1949, articles IV and XIX, 
II U.N. 71. 

Agreement, Netherlands and Norway, December 29, 1950, articels IV and 
XVII, II U.N. 122. 

Exchange of notes, Austria and Sweden, July 19, 1951, providing for the pro- 
visional application between the said countries of the agreement between Ger- 
many and Sweden of April 25, 1928, supra, [IV U. N. 69. 

Agreement, Netherlands and Switzerland, November 12, 1951, article 4 and final 
protocol ad. articles 2 to 8, IV U.N. 72. 

Agreement, Netherlands and Sweden, April 25, 1952, articles 6 and 23, IV 
U.N. 12. 

Agreement, Belgium and Sweden, April 1, 1953, articles 5 and 18, IV U. N. 167. 

Agreement, Belgium and Finland, February 11, 1954, articles 5 and 18, VI 
U.N. 75. 

Agreement, Finland and Netherlands, March 29, 1954, articles 5 and 20, VI 
U.N. 85. 


Agreement, Italy and Netherlands, January 24, 1957, articles IV and XIX, 
VII U.N. 204. 

Agreement, Denmark and Netherlands, ‘February 20, 1957, articles 6 and 22, 
VII U.N. 213. 

Mr. Ketiiner. To conserve time I will confine my remarks to a 
condensation and consideration of the various recommendations. 

A basic policy of the National Foreign Trade Council, Inc., has 
been to encourage private investment abroad ; and to help achieve this, 
the council has urged the Government to incorporate in the United 
States Internal Revenue Code and tax conventions the principle of 
territoriality, that is, the taxation of business income only in the 
country in which is situated the permanent establishment to which 
such income is properly allocable. The result would be to eliminate 
the burden of Spubie taxation on American foreign investments in 
three respects, as follows: 

First, the rate borne would. be that of the country in which the per- 
manent establishment is located, which rate is determined in accord- 
ance with conditions prevailing in the country where the business is 
conducted, rather than that imposed in the United States where condi- 
tions are entirely different. 

Second, the American investor would be placed in a position of tax 
equality with enterprises belonging to nationals of the country in 
which the permanent establishment is located, or to nationals of third 
countries which exempt from tax the income allocable to a permanent 
establishment situated in the given country. 

Third, the concessions offered by other governments to attract in- 
vestments would not be nullified by subjection of the exempted income 
to the United States tax, with the consequence that the American 
enterprise would be able to take advantage of the benefit of the same 
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kind of rate reductions or exemptions, investment allowances, accele- 
rated depreciation or other concessions that are enjoyed by competitors. 

The adoption of such measures has become increasingly important 
in view of the steps being taken by other countries to foster foreign 
trade and investment through the medium of taxing policies. In this 
connection there has been included as an annex to the written recom- 
mendations a memorandum entitled “Tax Incentives Granted by 
Other Countries,” prepared by Mitchell B. Carroll, special counsel, 
National Foreign Trade Council’s tax committee, which outlines in 
considerable detail what other countries are doing to encourage invest- 
ment or trade abroad. 

In order that.a proper evaluation can be made of proposals con- 
cerning the taxation of foreign-source business income the council 
urges that the Treasury publish any data which may be available with 
reference to the revenue factors involved; or that RR be taken to 
compile and publish such information if it is not yet available. 

The National Foreign Trade Council contends that the adoption 
of the principle of territoriality would be the simplest way to place 
United States investors or enterpr ises in a position of tax parity with 
the enterprises of other countries. Further, it believes that until 
this final adoption is achieved the present framework of existing 
legislation should be amplified by the adoption of measures which 
provide the following: 

1. Reducing the United States rate on net income derived from 
foreign branches or subsidiaries so as to bring it approximately to the 
level of income taxes in the countries in which American enterprises 
can aid in their economic development. 

2. Broadening the concept of “in lieu taxes” to cover various empiri- 

cal income taxes adopted primarily in less developed countries which, 
in order to obviate administrative difficulties, resort to various rudi- 
mentary levies that from their viewpoint are essentially equivalent to 
our income tax whether or not in complete substitution of an income 
tax generally applicable. 

C. Fourteen percentage point reduction in rate: The council sup- 
ported and still supports ; the recommendations of the President of the 
United States to the 83d Congress on January 21, 1954, and to the 
84th Congress on January 10, 1955, which would extend the rate 
reduction “granted to Western "Hemisphere trade corporations on a 
worldwide basis. 

The January 10, 1955, message reads: 

To facilitate the investment of capital abroad I recommend enactment of 
legislation providing for taxation of business income from foreign subsidiaries 
or branches at a rate of 14 percentage points lower than the corporate rate on 
domestic income, and a deferral of tax on income of foreign branches until it 
is removed from the country where it is earned. 

In connection with the President’s recommendation to extend the 
the 14-point reduction on foreign-source business income, the council 
calls attention to the growth of the Latin American economy in the 
10-year period from 1946 to 1956, during which period United States 
direct investments in Latin America rose from $3 billion in 1946 to 
$7 billion in 1956. 

This impact of United States private foreign investment is fully 
set forth in the comprehensive study prepared by the United States 
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Department of Commerce, entitled “The Role of United States Invest- 
ments in the Latin American Economy.” 

It cannot be suggested that this impetus in the growth, of the Latin 
American economy in the 10-year period from, 1946 through 1956 
is wholly due to the tax incentive rate accorded te. Western Hemi- 
sphere corporations, since there are many factors involved, but there 
is no doubt, that it has had a certain direct effect through the direct 
reduction of the rate, and it is the opinion of business that the 14- 
point reduction in the tax rate has constituted a live factor, in the 
introduction of increased direct private capital in Latin America. 

D. Deferral of tax on the business income of United States enter- 
prises: The council favors those revisions in our tax laws which, in 
the case of enterprises operating abroad, would permit them to defer 
liability to United States taxation until their foreign business income 
is remitted, provided that such enterprises are not deprived of bene- 
fits that are now accorded by the Internal Revenue Code to other 
domestic corporations. : 

The council points out, however, that deferral proposals, while 
beneficial in the case of those enterprises which are able to. promote 
and expand their foreign investments through the medium of rein- 
vested earnings, are inadequate, by themselves, in those cases where 
enterprises require a large investment, of capital and cannot. be estab- 
lished through the medium of reinvested earnings. 

Of course, we have learned from past experience that the word 
“deferral” taken alone, is not the important consideration in deciding 
whether a deferral system is acceptable, especially where. you have 
such varied interests, rather it is the characteristics of the deferral 
proposition and the problems that they originate that are decisive in 
determining whether deferral is acceptable. 

Sometime ago the National Foreign Trade Council tax committee 
formed a subcommittee to study all of the deferment system pro- 
posed, and to examine their merits and deficiencies with the object of 
formulating fundamental propositions that would be acceptable to 
the National Foreign Trade Council membership. 

This has presented a formidable task and the study has not yet 
been completed. 

When our studies have been completed we would like the oppor- 
tunity to present our suggestions to the Subcommittee on Foreign 
Trade Policy for use in its deliberations. 

Mr. Boaes. We will be very happy to have that. 

(The material referred to was not available at time of going to 
oress. ) 

Mr, Kewitner. E. Election between per country and overall limi- 
tations on foreign tax credit : 

The council favors an amendment to section 902, Internal Revenue 
Code, which would allow the taxpayer to have either the existing per 
country limitation, or an overall limitation. 

The removal of the overall limitation was designed to preclude 
foreign losses in one country from offsetting the income. from another 
foreign country where a foreign tax was paid, resulting in a loss of 
credit for taxes paid to the latter country. 

The repeal of the overall limitation was recommended in the House 
report because it—the overall limitation—discouraged a company 
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operating profitably in one country from going into another country 
where it may expect to operate at a loss for a few years. 

However, the same result would have been accomplished by allowing 
an élection between the two limitations. 

The National Foreign Trade Council urges that section 904, IRC, 
be amended to include the overall limitation with a provision per- 
mitting the taxpayer to elect each’ year between it and the per country 
limitation, or that the same result be accomplished by amending sec- 
tion 904 to provide that the aggregate amount of credit for foreign 
taxes under section 901 shall not be reduced under the per country 
limitation to an amount which is less than the proportion of the 
United States tax against which such ‘credits are taken which the tax- 
ee taxable income from all sources outside the United States bears 
to his entire taxable income. 

F. Tax conventions: The United States has concluded tax conven- 
tions with 21 other countries, includmg many of the leading tradin 
nations. These provide for the reciprocal adoption of principles an 
methods to avoid the double taxation of income derived by United 
States citizens and corporations from operating and investing abroad. 

The National Foreign Trade Council, Inc., strongly supports the 
conclusion of tax conventions with additional countries, and the incor- 
poration therein of provisions to grant rate reductions and credits 
intended to avoid the nullification of concessions offered by foreign 
governments to attract American investments, such as the foregoing of 
taxes, the lowering of rates, or # reduction in the basis of taxation. 

G. General : In general, the council advocates that the United States 
appl a liberal policy with respect, to all those aspects of taxation 
which influence United States enterprises and individuals operating 
in the foreign field and refrain from: réducing, either administratively 
or through legislative means, the incentives for United States business 
to invest and operate abroad. 

I would like to comment briefly on the flat rate proposal, under which 
the foreign tax credit is abandoned and there is substituted therefor a 
5 percent or 10 percent tax rate on foreign source income. 

his method of taxation would, of course, increase the aggregate 
amount of tax on income derived from high-tax countries and reduce 
the aggregate tax on income from low-tax countries. 

The National Foreign Trade Council tax committee reviewed such 
a proposal about a year ago, and after careful consideration decided 
it would not be a sound policy largely because of the dislocations that 
would result from the shifting of the tax burdens on the income from 
various countries. 

For example, the present tax rate in Great Britain is slightly in 
excess of our own 52 percent. The imposition of a flat 5 or 10 per- 
cent United States tax on top of this British rate of 52 percent would 
bring the aggregate tax on income from United Kingdom sources to 
54 or 57 percent. I think the inadvisability of such a proposal is quite 
apparent. 

At the time this proposal was under study, the Foreign Trade 
Council tax committee prepared a brief on the subject which was sub- 
mitted to the staff of the Joint Committee on Taxation for its use. We 
would be glad to bring this brief up to date and to make it available 
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to the Subcommittee on Foreign Policy if they would like to have it 
in connection with any deliberations on this point. 

Mr. Boaes. We will be very happy to have it. 

(The information referred to was not available at time of going to 

ress. 
. Mie Keto This concludes my testimony. 

I would like to thank the subcommittee on behalf of the National 
Foreign Trade Council tax committee for this opportunity to appear 
and to present its views. 

Mr. Boaes. You have furnished us with a quite comprehensive state- 
ment, which we will be very happy to have. It will be made a part 
of the record. 

Mr. Byrnes? 

Mr. Byrnes. I would like to ask Mr. Swingle: In your statement 
you outline a number of areas and cases whereby governmental action 
in a foreign country imposes impediments to investment. 

Mr. Swrneate. Yes. 

Mr. Byrnes. Do you find that those types of situations that you 
outline exist more in underdeveloped countries than in the more de- 
veloped countries, or is it a general situation ? 

Mr. Swrnate. It is pretty hard to make any generalization on that 
point. They very frequently exist and take place in countries which 
think they are becoming industrialized and get some ideas so different 
from private enterprise philosophy that you can’t operate. 

So I would say that they are not as bad in the highly industrialized 
countries around the world; they come up in countries beginning to 
develop their economies. As someone pointed out this morning in the 
testimony here, they try to pick up the American tax system and they 
think they apply it, but they apply it wrongly. They get ideas of 
nationalization or expropriation or something of that kind. 

Mr. Byrnes. Do you find that those countries that do it more or 
less to an extreme degree are the same countries that we are also 
giving governmental aid to? 

Mr. Swtncte. In many cases that is true. 

Mr. Byrnes. I was wondering whether it would be your view that 
our aid might in some degree, at least, our governmental aid, be either 
conditioned or that aid used to encourage these countries to abandon 
those restrictions. 

Mr. Swinate. I think the law, if I remember correctly, indicates 
that that should be done, but I am not too sure that it is being carried 
out all over the world. 

I think in answer to your question that a careful tieup in apprecia- 
tion of any aid given by the United States Government should take 
into consideration the development of private enterprise and the 
American philosophy abroad. 

There may be exceptions to that on account of the national defense 
or security, or something of the kind, but if more attention was given 
to tying in the philosophy of eo enterprise with aid, I think it 
would be very beneficial. As I pointed out in this statement, it is a 
matter of education in many of these countries because many of them, 
as the chairman, I am quite sure, knows from his travels, just don’t 
know what you are talking about, when you talk about private enter- 
prise and capitalism. 
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It is a concept that. they can only understand from experience. It 
goes back to what I call feudal capitalism, where very few have all 
the capital and you have no general participation through a capital 
market. 

Therefore, the people don’t understand. There is a terrific job to 
be done in educating the people of the underdeveloped countries, not 
only where, we are giving aid, but where we want the free world to 
majntain its position. 

As I said in here, I did not elaborate on it, but our United States 
Government representatives could do a terrific job to help private en- 
terprise if they all did it. Many of them do, but I am not too sure 
that all of them do. 

Mr. Byrnes. It seems to me that a government that was seeking 
governmental assistance, certainly was not showing very good faith 
if it shut out private assistance. 

Mr. Swinate. I think that ought to be our philosophy. If we are 
going to aid somebody, we want to aid in accordance with our con- 
cepts unless. it is. primarily a matter of security where you do some- 
thing to,meet an emergency. 

The aid which we give should not in any way adversely affect pri- 
vate investment, either existing, which is important, or new in- 
vestment. 

Mr. Byrnes. It could be used to encourage a better climate for 
private investment. 

Mr. Swinewez. I think so, very strongly. 

Mr. Byrnes. Thank you. 

Mr. Boees. Mr. Machrowicz ? 

Mr. Macurowicz, No questions. 

Mr. Boces. You gentlemen have helped us immensely. We appre- 
ciate your appearance. 

Mr. Swinatze. Thank you very much, 

Mr. Boees. The next witness is Mr. Munsche of the Coca-Cola Ex- 
port Co. 

We are very happy to have you. Will you identify yourself for 
the record ? 


STATEMENT OF RICHARD C. MUNSCHE, MANAGER, TAX DEPART- 
MENT, THE COCA-COLA EXPORT CORP. 


Mr. Munscue. My name is Richard C. Munsche, and I am manager 
of the tax department of the Coca-Cola Export Corp., 515 Madison 
Avenue, New York, N. Y. 

I would like to present an abbreviated statement in order to save 
time and would request that the full statement be placed in the record. 

Mr. Boaes. Without objection, that may be done. 

Mr. Munscne. I wish to thank you for the opportunity of appear- 
ing before you to advocate the adoption of a proposal which we firmly 
believe would be of great benefit to this Nation as a whole in its 
present economic struggle with the Soviet Union and at the same 
time would also help American business operating abroad. 

Before discussing this new proposal, which is of a broad and far. 
reaching nature, we wish to reaffirm the desirability of enactment of 
legislation along the lines of H. R. 6248, introduced by Congressman 
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Herlong, and H. R. 7247, introduced by Congressman Simpson, during 
the last Congress. 

An identical bill, 8. 3472, was also introduced during the Congress 
by Senator Smathers. 

These bills would eliminate an inequity which arises as a result of 
the per-country limitation set forth in section 904 of the Internal 
Revenue Code of 1954. 

As a result of the operation of that provision a domestic company 
operating in both high-tax-rate and low-tax-rate foreign countries is 
often required to pay United States tax on its foreign income even 
when it Had been subjected to foreign income taxes in excess of 52 
percent of its foreign income. 

The effect of these bills would be to allow a taxpayer to compute 
his foreign tax credit under either the per-country limitation or the 
overall limitation, whichever is greater. 

A full statement of the desirability of this legislation was sub- 
mitted to the Ways and Means Committee early in 1958 by James A. 
Farley, chairman of the board of the Coca-Cola Export Corp., and 
was entered as a part of the record of the hearings held by the com- 
mittee, although he was prevented by an unfortunate accident from 
making the statement in person. 

There are substantial and meritorious reasons why the foreign tax 
credit should be corrected in the manner suggested by Congressmen 
Herlong and Simpson. It would correct the inequity to which I have 
referred and thereby enable United States companies to expand their 
operations abroad. 

It is sincerely hoped that similar bills to H. R. 6248. and H. R. 7247 
will be introduced and favorably acted upon by the Ways and Means 
Committee at the next session of Congress. 

It has been suggested earlier in these hearings that the enactment 
of the carryback and carryforward provisions relating to unused 
foreign tax credit have made these bills unnecessary. 

However, the change in the 1958 act permitting the carryback and 
carryforward of unused foreign tax credits have eliminated only the 
inequities which arise out of fluctuations in the effective rate of tax 
in the single country. 

It does not reach the inequities encountered when a taxpayer oper- 
ates in both high and low tax rate countries, and it has, therefore, not 
solved the problems which the Herlong and Simpson bills would solve. 

I now wish to refer to and suggest a solution to a serious problem 
of much broader scope of which [ am sure you gentlemen are keenly 
aware. 

Any domestic company wishing to enter foreign markets on a broad 
scale, or to expand an existing foreign business, is confronted with 
the fact that the present United States tax laws afford a substantial 
advantage to two main classes of its competitors. The advantage to 
these competitors lies in the fact that our domestic corporations are 
subject to Federal income tax on their worldwide income, whether the 
income is remitted to the United States or not. 

The first class of these favored competitors consists of foreign con- 
cerns based in the other major capital exporting countries. These 
countries have granted special concessions to their foreign enterprises, 









370 PRIVATE FOREIGN INVESTMENT 


including outright exemptions or deferment from tax until foreign 
income is remitted to the home country. 

A report on the extent to which these other countries have out- 
stripped the United States in granting such concessions was made by 
Mr. Mitchell B. Carroll at the National Foreign Trade Convention 
in New York City on November 19, 1958. 

The other main class of competitors having a substantial advantage 
over domestic companies operating abroad is composed of domestic 
competitors who have formed foreign holding companies under the 
laws of such countries as Panama, Liberia, Venezuela, and a number 
of other countries which either impose no income tax or limit their 
tax to income derived from sources within their own boundaries. 
They receive the benefit of deferment of United States tax on foreign 
income until dividends are paid to the United States stockholder. 

This deferment permits profits earned abroad to be reinvested in 
the same, or other foreign countries, without payment of United 
States taxes. 

Before proceeding to a proposed solution to the problem, it may 
be best to explain some of the reasons why the formation of a foreign 
holding company may not be the solution to a particular taxpayer’s 
problem : 

1. Many conservative businessmen do not wish to run the risk of 
placing substantial worldwide assets under the control of a foreign 
country which potentially may be subject to political and economic 
upheavals, impose onerous taxation, or be overrun by a hostile power. 

2. Foreign holding companies are not eligible to benefit from the 
numerous tax treaties which the United States has entered into with 
foreign countries. 

3. United States diplomatic assistance may be more readily avail- 
able to a branch of a United States company than to a foreign com- 
pany even if it is a subsidiary of a United States company. 

4. Operation under familiar United States corporation laws is 
often more desirable than under strange foreign corporation laws. 

5. Foreign holding companies often require transfer of manage- 
ment personnel abroad which may be undesirable from an operating 
standpoint. 

Finally, even if it were desirable under certain circumstances to 
form a foreign holding company, it would be necessary to obtain 
advance approval under section 367 of the Internal Revenue Code from 
Commissioner of Internal Revenue to effect a tax-free exchange of 
assets for the stock of the foreign corporation. 

Under a strict interpretation of this section, the Commission has 
withheld his approval in many cases of business reorganizations in- 
volving a foreign holding company. 

The chairman of this subcommittee has recognized this problem by 
submitting a bill during the 85th Congress, 2d session—H. R. 12386— 
which would have solved this phase of the problem. 

We believe that this bill is sound and should be enacted. 

It is strange paradox that the effect of the tax laws of the United 
States, the leader of the free world, and the free-enterprise system, 
has been to discriminate against United States corporations and in 
favor of foreign corporations. 
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There is a relatively simple solution to this problem, described 
briefly as follows, which we recommend to you for earnest considera- 
tion: 

Any existing or newly formed domestic corporation which derives 
a large part of its gross income—for example, 80 percent—from the 
active conduct of a trade or business outside the United States, either * 
directly through branches or indirectly through foreign subsidiaries, 
would be given the right to elect to be taxed as a resident foreign 
— 

Such a company, which would be known as an international busi- 
ness corporation, would be subject to tax on any United States in- 
come it received. 

As in the case of a resident foreign corporation, there would be no 
immediate tax on foreign-source income at the international business- 
corporation level. 

However, when dividends are paid which are attributable to foreign 
source income, those dividends would be subject to the full United 
States tax rates less any applicable foreign tax credit. Dividends 
paid which are attributable to domestic-source income would be taxed 
in the same way as dividends to a United States shareholder from a 
domestic corporation. 

As an illustrative example, let us assume the following facts: 

Company X is a domestic corporation carrying on manufacturing, 
wholesaling, and retailing operations abroad and making certain 
export sales f. o. b. New York, where it also maintains its home office. 
This company, which can qualify as an international business cor- 

. . . 
poration, derives income as hollows during the year 1959: 

Foreign manufacturing, wholesaling, and retailing business: In- 
come, $1,350,000, less foreign income taxed, 3314 percent, $450,000; 
net foreign earnings, $900,000. 

United States earnings: Income, $200,000, less United States income 
tax (approximate), $100,000, total earnings for year 1959, $1 million. 

Now, let us assume that company X declared a dividend of $500,000 
in 1959 or the first 60 days of 1960 out of its 1959 earnings. Since 90 
percent of such earnings were from foreign sources and 10 percent 
from United States sources, its United States parent company would 
pay tax as if it had received a dividend of $450 thousand—that is, 
90 percent of $500,000—from a foreign corporation and $50,000 from 
a domestic company. 

The tax on the foreign element of the dividend would be computed 
as follows: 

Tentative United States tax—52 percent of $450,000, $234,000; de- 
duct foreign tax credit, 3314 percent of $450,000, $150,000 ; net United 
States tax $84,000. 

The $50,000 portion of the dividend received out of domestic earn- 
ings would be subject to the 85 percent dividends received deduction 
inasmuch as the full United States corporate normal and surtax had 
been paid by the international business corporation on such earnings 
from United States sources, 

The result is thus substantially the same as if the foreign income of 
company X had been earned 5! a company incorporated in a foreign 
country, but company X will be able to enjoy all the advantages of 
United States incorporation as well as deferment of tax on its rein- 
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vested foreign income until payment of dividends to its stockholders 
in dollars. 

The United States source income of company X is taxed as if re- 
ceived by an ordinary domestic subsidiary and distributed to a 
domestic parent company. 

The plan contains a number of features designed to prevent its use 
to defer United States tax if the income of the international business 
corporation is not used for investment abroad as follows: 

A. The international business corporation will not be permitted to 
own any assets in the United States except cash, Government bonds 
and other assets necessary for or incidental to the conduct of its busi- 
ness abroad. 

Due to this restriction and the requirement that gross income be 
largely from foreign sources, it could not conduct a domestic business. 

B. A subsidiary company which at any time has elected interna- 
tional business corporation treatment could not be dissolved tax free 
under section 332 of the Internal Revenue Code without advance ap- 
proval by the Commissioner. 

However, transfers of business assets or the stock of subsidiaries to 
the international business corporation and exchanges by the interna- 
tional business corporation involving the stock of its foreign operat- 
ing subsidiaries will not be subject to advance approval by the Com- 
missioner. 

C. Unlike foreign holding companies, international business cor- 
porations would be required to file United States returns and be sub- 
ject to accumulated earnings tax on their foreign income, as well as 
their domestic income, if they improperly accumulated surplus. 

In the case of a corporate shareholder, the foreign tax credit on 
dividends received from an international business corporation would 
be computed in substantially the same way that the foreign tax credit 
on dividends received from a foreign corporation is computed under 
present law. ' 

It may be asked whether this feature of the international business 
corporation proposal, if enacted, would not eliminate the necessity for 
correcting the foreign tax credit under H. R. 6248 and H. R. 7247. 
These amendments to the foreign tax credit would, however, still be 
advisable as certain United States companies find it necessary to op- 
erate abroad through branches of the United States parent company. 

An example is a company which for trademark reasons does not 
permit a subsidiary to manufacture a certain product. 

We have drafted and submit as an appendix to this statement 
statutory language which we believe would accomplish the foregoing 
results. 

It should be noted that the plan does not involve a reduction in 
rate of tax on foreign income. Income distributed to a United 
States parent company would be subject to the full United States tax 
rate of 52 percent less the applicable credit. 

Income distributed to an individual United States stockholder 
would be taxed at the normal and surtax rates. 

The plan is essentially one for the deferment of tax until the in- 
come has been effectively returned to the United States economy. 

While conflicting views have been expressed as to the propriety 
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of rate reductions on foreign income, there is substantial agreement: 
on the question of deferment of tax until the income is brought home. 

Your attention is respectfully invited to the fact that the United 
Kitigdene last your adopted a parallel proposal. The income of a 
resident United Kingdem company which qualifies, as an overseas 
trade corporation is not subject to United Kingdom income ‘tax until 
it is distributed as a dividend to a British resident. This plan has 
attracted widespread attention and over 1,000 overseas trade corpo- 
rations had been formed by April of this year. 

It would be premature to judge the ultimate success of this long- 
term tax reform at this time, but the plan appears to be working 
smoothly according to latest reports from the United Kingdom. 

Canada has also provided under its tax laws for a class of corpora- 
tion known as foreign business corporations, the income of which is 
totally exempt from income tax. 

In addition, it should not be forgotten that the United States in the 
year 1921 adopted a basically similar plan providing for deferment 
of United States tax on income arising from the active conduct of 
business in possessions of the United States. These provisions, now 
contained in section 931 of our code, together with the tax incentives 
provided by the Commonwealth of Puerto Rico, have been remarkably 
successful in promoting the economic development of that country. 

According to most recent information, over 500 industrial plants 
have been established as the combined effect of the United States and 
Puerto Rican tax exemption provisions, 

Under the international business corporation proposal underdevel- 
oped foreign countries would similarly be encouraged to grant tax in- 
centives to United States corporations. These tax incentives are 
presently frustrated by our tax laws under which the United States 
tax is automatically increased by the same amount by which the foreign 
tax is decreased under foreign tax incentive legislation. 

A plan of this kind would, it is believed, meet with general support 
from the business community and from Government officials. A num- 
ber of business organizations interested in promoting foreign trade 
have either recommended adoption of a plan along these lines, though 
without submitting a detailed proposal, or are now studying similar 
proposals, 

On October 15, 1957, the Vice President of the United States sug- 
gested that the Congress should consider the feasibility of adopting a 
plan similar to the overseas trade corporation plan adopted by the 
United Kingdom. 

In conclusion, we strongly advocate that the internationa] business 
corporation proposal be adopted so as to equalize the tax treatment of 
domestic and foreign corporations, to discourage the use of foreign 
holding companies which are beyond the control of the United States 
Treasury, to stimulate investment abroad by domestic corporations, 
and to simplify the taxation of United States business income from 
foreign sources. 

It is our belief that any temporary reduction in the revenue would 
soon be recouped by additional taxes on increased foreign earnings. 

In any event, the amount of tax revenue involved is minute in pro- 
portion to the amounts of foreign aid which this country is now con- 
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tributing to other nations and which can best be reduced by stimula- 
tion of private investment in those countries. 

It should be noted that any tax benefits derived by a taxpayer are 
selective and would be realized only in direct tn to profits 
plowed back into expansion of foreign trade and investment. 

The international business corporation proposal, if adopted, will 
complement United States ores trade — in fields other than 
the taxation of foreign income. Its primary effect will be felt in the 
underdeveloped countries which constitute the economic battle ground 
between the United States and the Communist world. 


In our judgment there is no single step of greater importance which 
could be taken in this all-important struggle than its adoption. 

(The statutory language referred to in the above statement is as 
follows :) 


AMENDMENTS TO INTERNAL REVENUE CODE. RequIrgED To EFFECTUATE CONCEPT OF 
AN “INTERNATIONAL BUSINESS CORPORATION” 


(1) SUBPART F. INTERNATIONAL BUSINESS CORPORATION 


Section 951. Definition of international business corporation 


(a) For purposes of this subtitle, the term “international business corpora- 
tion” means a domestic corporation which satisfies the following conditions: 

(1) That 80 percent or more of the gross income of such domestic cor- 
poration (computed without regard to this subpart) for the 3-year period 
immediately preceding the close of the taxable year (or for such part of 
such period during which the corporation was in existence) was derived 
from sources without the United States ; 

(2) That 80 percent or more of its gross income (computed without 
regard to this subpart) for such period or such part thereof was derived 
from the active conduct of a trade or business ; 

(3) That such corporation as of the close of the taxable year owns only 
property situated outside the United States and permissible assets in the 
United States. Such permissible assets in the United States shall include 
bank deposits in the United States, obligations of the United States Gov- 
ernment, securities of and interests in foreign corporations and interna- 
tional business corporations, and other property which is in any way neces- 
sary for or incidental to the operation or management of business activities 
of the taxpayer or its affiliated companies outside the United States. 

(bd) For the purposes of this section, the term ‘gross income from the active 
conduct of a trade or business” shall include ‘dividends, interest, rents, and 
royalties paid by a foreign corporation which meets the conditions set forth in 
subsection (a@) and 50 percent or more of the voting stock of which is owned 
by the domestic corporation at the date of receipt of such income. 


Section 952. Election to be tared as resident foreign corporation 


(a) For the purposes of this subtitle, a domestic corporation which is an 
international business corporation, as defined in section 951, may elect to be 
taxed as a foreign corporation engaged in trade or business in the United States 
in the manner provided in section 882. 

Such election will not apply for the purpose of computing the accumulated 
earnings tax imposed under section 531, or the personal holding company tax 
imposed under section 541. 

(b) The election referred to in subsection (a) shall be made in the manner 
prescribed by the Secretary or his delegate. Such election may not be revoked 
subsequent to the due date of the return (after giving effect to any extensions 
of term for filing such return) and shall remain in effect until the taxable year 
when one of the following conditions occurs: 

(1) The corporation which has made the election no longer fulfills the 
conditions prescribed in section 951 ; or 

(2) The Secretary or his delegate grants permission to the corporation 
to terminate the election. 
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(2) Section 865. Rules for determination of source of income of international 
business corporation and dividends paid by such corporations 


(a) For purposes of section 951 in qualifying as an international business 
corporation and in the determination of the taxable income of such a corpora- 
tion which has made an election under section 952, the source of items of gross 
income and the allocation, or apportionment of expenses, losses, and other 
deductions shall be determined in accordance with the provisions of sections 
861 to 864 inclusive, 

(b) Dividends received from a domestic corporation which has at any time 
made an election under section 952 shall be treated as gross income from 
sources without the United States to, the.extent paid out of profis of such 
corporaion from sources without the United States which have been accumu- 
lated during any taxable year or years with respect to which such an election 
was in effect; and the balance of such dividends shall be treated as gross in- 
come from sources within the United States, 

For this purpose, dividends shall be deemed to have been paid proportionately 
out. of accumulated profits within the United States and accumulated profits 
without the United States for each taxable year from the accumulated profits 
of which dividends are paid. The determination of the taxable year or years 
from the accumulated profits of which dividends are paid shall be made under 
the rules prescribed in section 902 (c) (1) and (2). 


(3) Section 901. Taxes of foreign countries and possessions of United States 


(c) For purposes of this subpart, the following corporations shall be treated as 
foreign corporations: 


* *” * * - * s 


(3) a corporation entitled to the benefits of section 952; but only to the 
extent that dividends are paid by such company out of profits from sources 
without the United States, as determined under section 865, accumulated 
during a taxable year with respect to which an election under section 952 
was in effect. 


(4) Section 904. Limitation on credit 


Add to subsection (a) the following sentences : 

“The foregoing limitation shall not apply in the case of dividends received from 
a domestic corporation which are treated in whole or in part as gross income 
from sources without the United States under section 865. 

“The amount of the credit in respect of the aggregate amount of taxes paid or 
accrued to all foreign countries and possessions of the United States applicable 
to such dividends from sources without the United States shall not exceed the 
same proportion of the tax against which such credit is taken which the amount 
of such dividends from sources without the United States (but not in excess of 
the taxpayer’s entire taxable income) bears to his entire taxable income for the 
same taxable year.” 


(5) Section 243. Dividends received by corporations 


Add the following subsection (c) (3): 
“(e) Special rules for certain distributions: 


ue * * * * * * 


“(8) In the case of dividends received from a domestic corporation which 
has at any time made an election under section 952, the amount with respect 
to which the 85-percent deduction is computed shall be reduced by the portion 
thereof determined to be from sources without the United States under sec- 
tion 865.” 

(6) Section 367. Foreign corporations 

Insert after the words “foreign corporation” in the first sentence the following 
parenthetical phrase: “(including a domestic corporation which has for any 
taxable year elected under section 952 to be taxed as a foreign corporation).” 

Add the following paragraphs at the end of this section: 

“The provisions of this section shall not be applicable to the following ex- 
changes: 

*(a) An exchange of stock of a domestic or foreign corporation for stock of an 
international business corporation during a taxable year in which an election of 
such corporation under section 952 is in effect, provided (1) that the former cor- 
poration meets the gross income requirements of section 951 (a) (1) and (2) 
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for the, taxable year of such corporation ending after the date of the exchange, 
and (2) that 50 percent or more of the voting stock of the former corporation is 
owned by the international business corporation immediately follow ing the 
exchange. 

“(b) An exchange of property used by a domestic corporation in the active 
conduct of a trade or business in a foreign country or a possession of the United 
States for stock of an international business corporation during a year in which 
an election of such corporation under section 952 is in effect. 

“(c) An exchange by an international business corporation during a taxable 
year in which an election under section 952 is in effect of stock of a foreign 'cor- 
poration (1) whose gross income for its taxable year ending after the date of the 
exchange meets the requirements of section 951 (a) (1) and (2); and (2) 50 
percent or more of the voting stock of which is owned by the international business 
corporation immediately before the exchange, for property used directly or indi- 
rectly in the active conduct of the trade or business of the international business 
corporation immediately following the exchange; and 

“(d) An exchange of property used directly or indirectly in the active conduct 
of the trade or business of an international business corporation during a 
taxable year in which an election under section 952 was in effect, for the stock 
of a foreign corporation (1) whose gross income for its taxable year ending 
after the date of the exchange meets the requirements of section 951 (a) (1) 
and (2), and (2) 50 pecent or more of the voting stock of which is owned by 
the international business corporation immediately after the exchange.” 


(7) Section 1491. Imposition of taw 

The tax imposed under this section shall not apply to transfers of stock of 
a corporation to an international business corporation during a taxable year 
in which an election of such corporation under section 952 is in effect, provided 
(1) that the former corporation meets the gross income requirements of section 
951 (a) (1) and (2) for the taxable year of such corporation ending after 
the date of the transfer and (2) that 50 percent or more of the voting stock of 
the corporation is owned by the international business corporation immediately 
following the transfer. 


(8) Section 533. Evidence of purpose to avoid income tar 

Insert after the word “corporation” in subsection (b) the words: “(other 
than an international business corporation) .” 

“(9) Redesignate section 6037 as section 6038; and add the following: 
“Section 6037. Information returns by international business corporations 

“Bevery domestic corporation which makes an election under section 952 
shall make a return for each taxable year for which such election is in effect, 
stating specifically the items of gross income (determined without regard to 
such election) from sources within the United States and from sources without 
the Unted States, the items of gross income (determined without regard to 
such election) from the active conduct of a trade or business, the amount of 
accumulated profits from sources within the United States and without the 
United States for such taxable year, and such other information for the purpose 
of carrying out the provisions of subpart F of part III of subchapter N of 
chapter 1 as the Secretary or his delegate may by forms and regulations 
prescribe. 

“Such information return shall be in addition to, and not in lieu of, the return 
required to be filed under section 6012 (a) (2) by every corporation subject 
to taxation under subtitle A.” 


Thank you for your kind attention, Mr. Chairman. 

Mr. Macurowicz. Thank you, Mr. Munsche. 

Without objection, the entire statement will be included in the 
record. 

Mr. Munscue. Thank you. 

Mr. Macurowicz (presiding). We thank you very much for your 
appearance. 

Our next witness is Mr. Stanley S. Surrey of the Harvard Law 
School. 

Will you identify yourself for the record, please. 
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STATEMENT OF STANLEY S. SURREY, PROFESSOR OF LAW, 
HARVARD LAW SCHOOL 


Mr. Surrey. Mr. Chairman, my name is Stanley 8. Surrey. I am 
a professor of law at the Harvard Law School. 

I have a statement which is rather lengthy. I would prefer to have 
the statement filed and just talk briefly about some of the points in 
the statement, if that is agreeable. 

Mr. Macurowicz. Without objection, the entire statement will be 
included in the record at this point. 

(The statement referred to follows :) 


STATEMENT OF STANLEY S. SurREY, Proressor or LAw, Harvarp LAW ScHooL 


I appreciate the opportunity to appear before the Subcommittee on Foreign 
Trade Policy to consider the subject of United States private foreign investment 
with special reference to the aspects of taxation. On January 20, 1958, I was 
invited before the Ways and Means Committee to testify on the United States 
taxation of foreign income. My testimony at that time covered the background 
of the present Internal Revenue Code provisions relating to foreign income and 
then considered the current proposals in the field. Reference is here made to 
that extended discussion, since my present testimony will not relate to all of 
the issues there considered.’ 

The statement of Chairman Boggs in announcing these hearings has stressed 
the interest of the United States in the economic growth of the free world, 
especially the underdeveloped countries. That statement also stressed the 
importance to that growth of United States private investment and trade 
abroad. Other statements of the chairman have called attention to the need 
for maintaining in the United States a healthy domestic economy as a necessary 
concomitant of our foreign economic policy. Finally, by underscoring the im- 
portance of looking at our foreign economic policy as a whole, he has indicated 
that our economic assistance programs to underdeveloped countries must be 
integrated with our other foreign programs if we are to achieve our national 
goals in this area. These salient points form the framework for the present 
hearings. 

I understand that one objective of these hearings is the ascertainment of 
factual information regarding United States private foreign investment—what 
is the extent of that investment; why does some American capital go abroad 
while other investors show no interest in the foreign field; what are the forms 
of foreign investment; what are the inducements and obstacles, both at home 
and abroad, to foreign investment? While these are very pertinent questions, 
it is difficult to obtain reliable data bearing on them. I would like to call the 
subcommittee’s attention to a careful analysis of these and related points in 
Barlow & Wender, Foreign Investment and Taxation, published in 1955. This 
volume is a publication of the Harvard Law School international program in 
taxation, prepared as part of the research of that program in the field of inter- 
national investment. I believe that the subcommittee will find this study an 
exceedingly useful and comprehensive examination of the questions posed above. 
In view of this publication and since my time is limited, I would like to confine 
my material now to the relevance of taxation to United States private investment 
abroad. 


THE BASIC PERSPECTIVE——-PRESENT UNITED STATES TAX TREATMENT OF FOREIGN INCOME 


A few words regarding the present United States tax treatment of foreign 
income are in order, since it forms the perspective necessary to a consideration 
of current issues and proposals. This treatment may be summarized as 
follows: 

1. Basic-standard of tax equality.—The basic standard under our income tax, 
to be followed as far as possible, is the necessity of maintaining equality among 


1See Hearings on Current Revenue Revision, House Ways and Means Committee, 85th 
Cong., 2d sess. (1958), 1148. For a later article based in part on that testimony, see 
Surrey, The United States Taxation of Foreign Income, Journal of Law and Economics 72 
(1958). 
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American taxpayers whereby taxpayers with equal amounts of income pay the 
same tax. To the extent that this standard is seriously breached, so that pref- 
erences and favoritism replace equality, the income tax deteriorates as an 
effective fiscal instrument. 

2. Jurisdiction based on residence and nationality.—As respects foreign in- 
come, observance of this basic standard requires that the foreign income of 
United States taxpayers be taxed as well as their domestic income. Accordingly, 
our jurisdictional basis for taxation must go beyond geographical jurisdiction 
and rest also on residence and nationality. In this we are not unique, for other 
mature income tax systems also stress both source jurisdiction and residence. 

3. Foreign tax credit accommodation to foreign source jurisdiction.—While 
residence and nationality, including domestic incorporation, thus support income 
taxation, recognition must be paid to the fact that we live in one world and 
that the foreign income of our citizens and corporations may therefore be sub- 
ject to taxation at the foreign source. The modus vivendi for that recognition 
under our system is the foreign tax credit mechanism. Under this credit, a 
foreign income tax paid is treated as payment to that extent of the United States 
tax on the foreign income, so that only a tax representing the difference between 
the foreign tax rate and the United States tax rate must be paid to our Treasury 
Department. It is this foreign tax credit which accommodates our need to 
stress nationality jurisdiction, so as to achieve the objective of equality among 
our citizens and corporations, with the need of foreign countries to stress source 
jurisdiction if they are to protect their revenue structures. The accommodation 
permits the foreign country of source to obtain revenue and also permits the 
United States to maintain the standard of equality at home since the taxpayer’s 
tax burden is still at our domestic level (unless the foreign rate is higher than our 
rate). This accommodation is possible because of the revenue yielded by our 
Treasury Department to the extent of the credit granted. It is this foreign tax 
credit mechanism therefore which makes international trade and investment 
possible under our income tax system, and that of other mature income tnx 
systems as well which stress equality of tax burden. While the credit mechanism 
is complicated, it is thus absolutely vital to our tax system.’ 

4. Tax deferral accommodation to foreign source jurisdiction.—A_ second 
accommodation to international activity is represented by our grant of de- 
ferral of taxation on foreign source income until that income is returned to the 
United States. The mechanism of deferral is the recognition accorded to for- 
eign incorporation. Under this mechanism, foreign subsidiaries of American 
corporations are treated as separate entities and thus essentially outside the 
reach of the United States tax system. The income of these foreign subsid- 
iaries is thus free of United States tax until paid out as a dividend to the par- 
ent, or distributed in liquidation. The advantage of tax deferral is quite sig- 
nificant, for the investor is in effect permitted to retain our Government’s share 
of the income and thereby increase its investment. It is an interest-free loan 
of the amount of our tax, automatically made without any security or collateral, 
and with the maturity determined by the taxpayer. Consider for eximple, the 
entire change in the impact of our corporate tax that would occur if a do- 
mestic corporation did not have to pay that corporate tax on its income until it 
was ready to pay the income out asa dividend. 

The grant of tax deferral, in addition to being a positive tax advantage to 
the United States.investor abroad (the foreign tax credit, in principle, is not 
such an advantage, although in application it has become so, as indicated be- 
low), represents a second significant accommodation to foreign tax systems. 
The foreign-tax credit mechanism is an accommodation to the existence of 
foreign income taxes and to the needs of foreign countries to secure revenues 
through their income-tax systems. Thus, foreign countries can develop the 
rates of income tax on their domestic capital which they believe necessary to 
meet their revenue requirements and, at the same time, feel free to apply those 
rates to United States taxpayers without impeding investment from the United 
States, since the United States investor is protected by the foreign-tax credit. 
The limiting factor here is the United States tax rate, applicable alike to our 


?Our unilateral accommodation, the foreign tax credit. thus has residence and nation- 
ality jurisdiction yielding to source jurisdiction to the extent a foreign tax is paid. Our 
bilateral accommodation, the international tax treaties, are based on the opposite accommo- 
lation, with each party to the treaty yielding jurisdiction at source to the country of 
residence or nationality. The foreign tax credit accommodation is by far the more impor- 
tant of the two. 
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domestic and foreign investment. The accommodation of deferral permits a 
foreign tax system to take the opposite course, for here the limiting factor is 
the foreign tax rate. Hence, if a foreign-tax system decides to favor domestic 
capital formation through either a relatively low tax rate, special income-tax 
concessions, Or even no income taxation at all, it can grant the same preference 
to the United States investor who is investing within the country through a 
foreign subsidiary. The grant will be meaningful, since only the foreign tax 
system is applicable to the income of that subsidiary until the income is re- 
turned to the United States. In combination, these two accommodations ac- 
cord the greatest weight possible to foreign tax systems in order to promote 
international trade and investment.’ The United States can do no more without, 
in effect, abandoning the standard of tax equality completely and thereby, in 
effect, surrending control over it own i.come tax. 

This advantage of tax deferral depends today on the form which the invest- 
ment takes, for it is available only to the foreign subsidary form. It is, in 
large part, for this reason that most of our foreign investment, at least in the 
non-natural-resources field, is in this form. This stress on form presents one 
of the issues now current, as will be discussed later. 

5. Taav-rate preferences granted to foreign income.—The above two accom- 
modations—-the foreign-tax credit mechanism and the foreign subsidiary tax- 
deferral mechanism—have supporting justifications which are readily understood 
and which are capable of rational support. The third significant aspect of our 
tax treatment of foreign investment does not appear to have any rational foun- 
dation. This aspect consists of the tax-rate preferences granted to foreign in- 
vestment. One preference lies in the formulas under which the foreign-tax 
credit mechanism is applied to grant a credit for taxes paid by foreign sub- 
sidiaries. Under the most favorable application of these formulas, the ultimate 
tax burden can be as low as 40.18 percent where 2 foreign subsidiaries are used 
and 45.25 percent where 1 subsidiary is used, instead of 52 percent. Thus, tax 
reductions ranging from about 12 to 7 points are accorded today to foreign in- 
vestment in foreign-subsidary form, representing tax savings of 23 to 13 per- 
cent. These formulas are not essential to the functioning of the foreign-tax 
credit mechanism and appear to have arisen simply through a lack of attention 
to proper detail when the credit was developed. The other significant rate 
preference is the 14-point tax reduction accorded to Western Hemisphere trade 
corporations, which becomes about 9 points if the Western Hemisphere trade 
corporation is a subsidiary of a domestic parent. Here, also, the preference 
exists almost by chance, since the provision was adopted as an ad hoc wartime 
measure without any careful consideration of its merits or scope. 


PROPOSALS FOR TAX EXEMPTION OR REDUCTION 


So much for the perspective. It shows that the United States, through the 
foreign-tax credit and tax deferral, has granted extensive accommodation to 
foreign tax systems and, hence, to international investment.‘ In addition, it has 
granted significant, though unwarranted, tax-rate preferences to foreign income. 
Against this perspective, it is easy to understand why one group of proposals 
strongly urged by international business groups is indefensible and, to date, has 
apparently been met with justifiable skepticism by the Congress. This is the 
group of proposals that urge either a total exemption for foreign income or the 
reduction of tax rates applicable to that income. These proposals, through talk 
of double taxation or exclusivity of source jurisdiction as an international prin- 
ciple or competition, obscure the very favorable treatment accorded to foreign 
investment. They attempt to present a picture of tax deterrents and obstacles 
when the real picture is just the opposite. 


3 Since both accommodations stress the foreign tax system, it is desirable that we have 
as complete knowledge as possible about such systems. The Harvard Law School interna- 
tional program in taxation, acting in cooperation with the U. N. Secretariat, is engaged 
in publishing volumes containing descriptive analyses of foreign tax systems, under the 
collective title of World Tax Series. Volumes on the United Kingdom, Brazil, Mexico, and 
Australia are now available. 

‘Further, in our international tax-treaty program our Treasury Department, by yielding 
or reducing its source jurisdiction over foreign investors and thereby sacrificing revenue in 
return for a reciprocal yield of source jurisdiction by the foeign country over our investors, 
has thereby, through that sacrifice of revenue, purchased a lower overall tax burden for 
our investors abroad where foreign rates exceed the United States rate. See Surrey, 
Current Issues in the Taxation of Corporate Foreign Investment, 56 Columbia Law Review 
814, 824 (1956). 
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But there is an even greater weakness in these proposals besides the efforts to 
justify them by painting a distorted picture of our tax system; Essentially, 
these proposals for exemption or reduction are seeking a subsidy for foreign 
investment through the mechanism of the tax system. In so doing, they carry 
a very heavy burden of proof. They must show that our national interest in 
promoting private investment abroad is so strong, relative to other national 
goals, as to warrant a monetary subsidy for that investment, and also that the 
monetary subsidy should be granted through the tax system. Whatever might 
be the conclusion on the first point, it seems very clear that the burden on the 
second point simply cannot be met. A tax subsidy is completely unselective, 
except in one respect—it grants a subsidy only to those taxpayers that have 
foreign income, and the larger the income the larger the subsidy. With our 
foreign investment concentrated in our very large business enterprises, this 
selectivity seems hardly warranted. But, beyond this favoring of those who 
already have, the tax subsidy for foreign income offers no guaranties that it 
will produce the ends sought. There is no real proof that tax reduction. will 
achieve any appreciable increase in foreign investment—investment that would 
not occur without tax reduction. Moreover, because of its lack of selectivity, the 
tax subsidy would go to all investment, whether the investment is desirable or 
not; whether it is in the underdeveloped areas and risky activities in which 
increased investment would be helpful, or in the relatively developed and riskless 
areas for which no subsidy is needed ; whether the investment is existing invest- 
ment or new investment; and so on. The end result is a waste of national 
reveue, with the concomitant of windfalls to the beneficiaries. 

All these defects in the tax-reduction proposals for foreign investment are 
not new to the tax field or peculiar to foreign investment. Tax history is 
replete with claims that tax subsidies are necessary to promote this or that 
business activity. But experience has shown that the income tax is not the 
appropriate vehicle to induce desired activity. We do have subsidies in our 
tax system—the exemption for interest on State and local obligations is one; 
some of the benefits in the natural-resources area are regarded by many as 
another, and so on. Yet I doubt whether anyone regards these subsidies as 
efficient mechanisms. In fact, the opposite view is growing steadily, with the 
increasing demand on the part of those concerned with our tax system that we 
reexamine the many existing preferences and inequalities in that system in order 
to restore the tax base and reduce rates overall. There are, of course, serious 
difficulties to be faced under any form of governmental subsidy, for a subsidy 
requires techniques to select the recipient and techniques to administer and 
police the grant. But, so far in our experience with subsidies, the use of the 
tax system as the operative mechanism scores very low. 

This attitude towards a tax subsidy is not calamitous, nor does it mean the 
end of any efforts to promote foreign investment. Under our present tax struc- 
ture, with its accommodations to foreign tax systems, its rate preferences for 
foreign income, and the absence of tax deterrents or obstacles to foreign invest- 
ment, there has been a steady growth in private investment abroad. Apparently, 
the pace of that investment is consistent with a balancing of risks and opportu- 
nities elsewhere. If it is thought desirable through governmental aid to tip 
the balance in favor of foreign investment, then the search should be in aspects 
of government and in techniques other than the tax system. 

When our tax system is viewed in the above perspective relative to the treat- 
ment of foreign income, the conclusion seems inescapable that there really are 
no fundamental corrective changes to be made in the interest of foreign invest- 
ment and there are no major proposals for revision to reduce the burden on 
foreign income relative to domestic income that deserve support.’ In fact, if 
the present situation were really viewed objectively, attention should be centered 
not on proposals for further tax reduction for foreign income but on the 
question whether the existing rate reductions granted through the foreign tax 
credit formulas and the Western Hemisphere Trade Corporation provision should 





5 This conclusion would also apply to proposals to scrap the foreign tax credit system 
and to substitute a flat tax, say at 10 percent, on foreign income. This proposal has all 
the disadvantages associated with tax reduction. It also has the disadvantage of in effect 
taxing some investors abroad at overall rates higher than the domestic investor. Thus, 
many of the oil and other natural resource companies, and also other companies operating 
in high rate areas, would end up paying higher taxes than domestic investors because of 
this 10 percent tax. ‘There is no reason for us in effect to tax foreign income higher than 
United States income. See Surrey, supra note 1, at 90. 
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be eliminated. In short, the American corporate investor abroad presents a 
rather strange picture in the role of a claimant for further tax reduction or 
exemption. The role becomes somewhat understandable in relation to the adage 
that “a good offense is the best defense.” 


TAX SPARING TREATIES 


The above analysis has considered the inherent weaknesses in proposals for 
legislative revision to grant tax exemption or reduction to foreign income. These 
same weaknesses and serious additional defects as well are found in recent 
suggestions that such preferential tax treatment be granted to foreign income 
by way of international tax treaties. These suggestions relate to the so-called 
tax sparing treaty under which the United States by treaty would grant a foreign 
tax credit for taxes not paid to a foreign country in situations in which the unpaid 
tax resulted from certain tax concession or incentive laws of the foreign country. 
The grant by the United States of a tax credit for a tax not paid is equivalent in 
these circumstances to a reduction to that extent in the United States tax burden 
of the American investor on the foreign income involved since he pays tax to 
neither the foreign government nor to the United States. In the normal situa- 
tion where the credit is given for a foreign tax paid, the taxpayer is simply 
paying tax to the foreign government rather than to the United States, but his 
tax burden (apart from the preference of the formulas) is maintained at the 
United States level applicable to domestic investors. The tax sparing device 
Was presented to the Senate Foreign Relations Committee in the tax treaty 
with Pakistan. However on final action by the Senate the treaty was adopted 
with a reservation as to the tax sparing provision since Pakistan had terminated 
the tax concession producing the unpaid tax that had formed the basis for the 
tax sparing credit.” The United States was thus spared the adoption of an 
extremely unwise precedent." 

As stated above, since the tax sparing proposal is in essence a proposal for 
reduction of United States tax—or even exemption from tax—it is undesirable 
on that score alone. But, in addition to discrimination against domestic investors, 
the tax sparing proposal in its United States tax reduction or exemption is even 
discriminatory as among American investors abroad. The tax sparing technique 
depends in its application on the extent of the tax concession granted by the 
foreign country. But under typical tax concession laws, a whole set of prefer- 
ences and discrimiations exist. The underdeveloped countries differ widely 
in the extent to which they adopt tax concessions to encourage investment and 
in the types of concessions used. There are differences in the tax involved— 
income tax, excess profits tax, company tax, customs duties and import taxes, 
sales taxes, property taxes; in the activities affected—manufacturing, mining, 
‘new industries,” “essential industries,” “pioneer industries,” “basic industries.” 
“approved industries,” “convenient industries”; in the period for which the con- 
cession is granted—5 years, 10 years, 20 years, 25 years; in the amount of reduc- 
tion in income tax granted—complete exemption, 100 percent in the first few 
years down to 25 percent at the end, 40 percent of tax, all profits up to 5 percent, 
10 percent, etc., of invested capital; in the type of income tax concession used— 
exemption, rate reduction, increased depreciation allowance, deduction for profits 
reinvested ; in the type of activity to which the concession is granted—operating 
activities as against patent, trademark or know-how licenses or management fees. 
Moreover, both the qualification of an activity for the concession and then the 
application of the concession to the determination of the tax saved depend on the 
decisions, skill and honesty of foreign administrators. The resulting discrim- 
ination—and the discrimination under tax sparing is in the United States tax as 
well as the foreign tax—among United States investors is obvious. But the 
inequality goes further. Some countries do not grant any concessions at all, or 
grant concessions in customs rates or property taxes which do not permit a 
tax sparing treaty. Hence, Americans investing in those countries would have 
a higher United States burden than Americans investing in income tax con- 
cession countries. Thus, a United States corporation investing in Mexico or 
Cuba, income tax concession countries, would, in effect, be granted a lower 


6 Taxation Convention With Pakistan, Executive N, 85th Cong., 1st sess. (1957). art. 
XV (1): 8S. Exec. Rept. 1 (1958), pp. 2-3. 

7For an extended criticism of tax sparing see Surrey, the Pakistan Tax Treaty and Tax 
Sparing, 11 National Tax Journal 156 (1958). See also Kust, the Pakistan Tax Treaty. 
10 Tax Executive 303 (1958). For a defense, see Crockett, Tax Sparing: A Legend 
Finally Reaches Print, 11 National Tax Journal 146 (1958). 
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United States tax than a United States corporation investing in Venezuela or 
Colombia, which basically are not income tax concession countries. To urge 
that tax sparing be used as an incentive to investment abroad is the equivalent 
of saying that our foreign investment should be channelled to those under- 
developed countries that use the particular tax concessions drafted in the par- 
ticular way we approve. But to use this standard as the criterion to select 
those countries in need of private investment and in need of our encouragement 
seems almost fantastic. 

These bizarre inequalities and discriminations among United States investors 
represent the United States impact of tax sparing. The other impact, that on 
underdeveloped countries, is just as seriously lacking in rationality. As far 
as taxation and economic development are concerned, it would be far more im- 
portant to examine the structure of foreign tax systems than to spend time on 
ill-advised and unnecessary proposals for revision of the United States tax 
system. Underdeveloped countries are in need of increased revenues to meet 
the great strains placed on their governments to undertake the social overhead 
projects so vitally required if economic progress is to be made—education, trans- 
portation, health, public utilities, communication, agricultural improvements, 
and so on. These pressures force a sharp increase in existing tax rates and 
the addition of new taxes. The lack of adequate tax administration restricts 
the coverage and effectiveness of many taxes, so that with a narrow tax base 
the rates must rise still higher to produce needed revenues.* But unrealistic 
tax rates and poorly developed tax rules in turn impede domestic capital forma- 
tion and investment. The governments then turn to tax preferences and con- 
cessions, which are difficult to administer either fairly or rationally. The result 
is an entirely inadequate revenue system badly in need of complete revision. 
Many underdeveloped countries recognize these problems and either through 
tax inquiry commissions of their own or with the aid of technical tax missions 
are seeking more rational tax structures. 

In this process the tax-sparing treaty would become a force acting in entirely 
the wrong direction. The tax sparing device favors a country with an unstable 
and unrealistic high rate tax system shot through with tax concessions, many 
of which are contradictory and self-defeating. As such it tends to postpone in- 
telligent revision of foreign tax systems. Moreover, the underdeveloped coun- 
tries desperately need revenues for public projects. Encouragement on our part 
to pressures for tax concessions by those countries—an encouragement inherent 
in the tax sparing device since the tax concession means reduction in United 
States tax—may well result in depriving them of revenues they could just as 
readily obtain. A number of underdeveloped countries that have tax conces- 
sion laws are now taking a long and sober look at those laws, their effect on 
revenues, and their strain on tax administration. The rash of incentives and 
concessions might well pass more quickly and be followed by stable and realistic 
laws but for a treaty device which encourages our investors abroad to bring 
pressures on foreign countries to grant and retain tax concessions. 

Those advocating the exemption of foreign income from the United States tax 
or a reduction in the rate of that tax, whether by statute or treaty, are im- 
plicitly contending that the rates of income tax in the capital importing coun- 
tries should remain low. Otherwise, there is not much point to the drive for 
lowered rates in the United States, if the result is to remain subject to high 
rates abroad. Thus, the International Chamber of Commerce, in its congress 
at Naples in 1957, urged (1) that only the country of source should tax the 
income and the country of residence should therefore exempt foreign income; 
and (2), that prudent investors attach importance to the simple principle of a 
low rate of tax and therefore countries desiring to attract private capital should 
give atention to this fiscal principle. There'is much here for the underdeveloped 
countries to ponder, before they urge the capital exporting countries to with- 
draw from the credit principle in favor of reduction of exemption. The credit 
system really operates as a protective shield behind which a capital importing 
country can work out its fiscal policy—low rates or high rates on income— 
without appreciable deterrence to the attraction of foreign capital until its rates 
exceed those of the capital exporting countries. 

The governmental policies of the United States and the efforts of its investors 
abroad should therefore be in just the opposite direction from that of rate reduc- 
tion through legislation or treaty. Both our Government and our investors 


®See Surrey. Tax Administration in Underdeveloped Countries, 12 University of Miami 
Law Rev. 158 (1958). 
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abroad would be better served by the existence of stable and rational tax systenis 
in the underdeveloped countries, with all that such systems imply for govern- 
mental strength and a sound economy. Our investors would find this so even if 
foreign tax rates become relatively high. One has only to look at our invest- 
ments in Western Europe and Canada, areas with high tax rates. The tax 
sparing treaty when viewed from the real needs of the underdeveloped countries 
and from the standpoint of our ability to assist them is certainly not a useful 
device. All sides would be better served if our Government would discard this 
approach in its international tax treaty processes and move on to more worth- 
while measures.’ 


TAX DEFERRAL AND DOMESTIC INCORPORATION 


We can turn therefore to some of the less sweeping proposals currently under 
discussion. At this level, the most important proposal involves our tax deferral 
policy and its dependence on the foreign subsidiary form as the operative 
mechanism. As discussed earlier, a deferral of the United States tax on foreign 
income can be obtained if the foreign activity is organized in foreign subsidiary 
form. In view of the importance of the deferral, the major part of United 
States investment abroad, apart perhaps from natural resources investment, is 
conducted by foreign subsidiaries owned by United States parent corporations. 
Recently this method of operation has been extended to that of a central foreign 
subsidiary located often in a tax haven country, which in turn acts as a holding 
company for the operating foreign subsidiaries.” This form of organization 
gives a coordinated operation which is entirely free of United States tax, except 
as the central foreign subsidiary pays dividends to its United States parent. 
On all other profits the only taxes applicable are the foreign taxes, at rates vary- 
ing from country to country. Such a coordinated operation permits the investor 
abroad to shift profits and investment from one foreign country to another free 
of the claims of the United States tax. While the benefits of deferral are very 
valuable, as observed earlier, they can be obtained only by operating through 
foreign subsidiaries, with the coordinating corporation preferably located in a 
tax haven country with no currency restrictions. 

Two important issues of tax policy here arise. First, should the rule that tax 
may be deferred by use of a foreign subsidiary be continued? On this question, 
tax history, the fact that the organization of so much of our foreign invest- 
ment is built on this rule, and the desirable accommodation to international 
relationships which it produces, all favor continuance of the rule. Further, a 
deferral approach is an inducement to continued foreign investment since the 
reinvestment of foreign profits in effect extends the period of deferral. 

Second, if the deferral rule is to be continued, should deferral be made avail- 
able without the necessity of resorting to foreign incorporation or tax haven 
operations? The dependence on foreign incorporation as the operative device 
to accomplish the tax deferral does present nontax business problems and 
obstacles in some situations. It also involves uncertainties and the anomalies 
inherent in worldwide shopping for tax-haven countries. Consequently, should 
tax deferral for foreign income therefore be affirmatively granted to a domestic 
corporation with activities abroad? 

As a general proposition it would seem this step should be taken if its ac- 
complishment (a) does not involve the creation of opportunities for tax avoid- 
ance either not present today or held in check by difficulties inherent in foreign 
incorporation, and (b) does not involve undue tax complexity overbalancing 
thereby the present difficulties and anomalies under foreign incorporation. The 
answer to the policy question therefore turns largely on the technical tax prob- 
lems involved in permitting tax deferral to domestic corporations with foreign 
income. 

As a matter of tax technique, the policy of tax deferral through domestic 
incorporation could be accomplished by recognition under the United States 
income tax of a special class of domestic corporations whose activities essentially 


*It may also be observed that a process of fixing United States tax rates on United 
States taxpayers by treaty runs counter to the traditional congressional method of fixing 
tax rates by legislation originating in the Ways and Means Committee and the House of 
Representatives. There is certainly much to be said for maintaining this traditional pro- 
cedure in this situation, for the tax treaty process is hardly a suitable procedure for fixing 
tax rates on United States taxpayers. See Surrey, supra, note 6, at 162. 

For a discussion of tax haven rules and a description of the laws of some tax havens 
see Gibbons, Tax Factors in Basing International Business Abroad (Harvard Law School 
International Program in Taxation (1958) ). 
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would involve only foreign operations (here called United States foreign busi- 
ness corporations). These corporations would not be liable for United States 
tax as long as their income was being utilized in foreign operations. This 
deferral of tax would end on distribution of the income to the shareholders 
of the United States foreign business corporation, and the income would then 
be subject to the United States corporate tax. Presumably, such corporations 
would perform the same operative functions as do foreign holding or operating 
companies and tax haven base companies. As domestic corporations, however, 
they would in addition afford whatever nontax advantages adhere in United 
States incorporation as compared with foreign incorporation, in either inter- 
national law, for example, or in domestic matters as borrowing from institu- 
tional investors reluctant to lend to foreign entities. It is interesting to note 
that this proposal, which is receiving so much attention today, was essentially 
first discussed in the volume mentioned earlier published by the Harvard Law 
School International Program in Taxation, that of Barlow and Wender, Foreign 
Investment and Taxation (1955). 

A large number of tax problems of varying degrees of technical difficulty 
and policy would have to be met in formulating a statutory plan for such United 
States foreign business corporations. For example, should any foreign activi- 
ties ranging from portfolio investment through exporting (for example, should 
income from exporting qualify at all and if so should it qualify when used to 
further export activities only) to licensing and industrial investment be per- 
mitted to qualify; what restrictions should be placed on the actual use in the 
United States of the funds of such corporations, on their domestic operations, 
and on their ownership of domestic assets; how and when should the income of 
such corporations be taxed (for example, if the income is taxed on distribution 
to shareholders should the corporation then be taxed and if so should the tax be 
at current rates or at the rates applicable to the year the distributed income 
was earned—under some appropriate tracing rule; or should the income be taxed 
to the shareholders of the corporation, as in the case of a foreign subsidiary 
or a sec. 931 corporation) ; should ownership be restricted to United States cor- 
porations and individuals or would foreign ownership be permitted ; how should 
the treatment of such corporations be coordinated with the personal holding 
company provisions where closely held corporations are involved; what would 
be the status of losses suffered by such corporations; what would be the treat- 
ment of depletion for such corporations; what problems of application and com- 
putation arise with respect to the foreign tax credits of such corporations (for 
example, should affirmative steps be taken to give such corporations the form 
of averaging of the tax credits, and essentially the use of the overall limitation 
rather than the per country limitation, which the foreign holding company 
subsidiary now enjoys) ; should permission be freely granted to transfer appreci- 
ated assets tax free to such corporations and by such corporations to foreign 
corporations ; how should the liquidations of such corporations be treated: what 
should be the treatment if such a corporation ceases to qualify for the deferral? 

Assuming that proper rules may be formulated for such United States foreign 
business corporations, decisions must then be reached on perhaps even more 
difficult policy issues. Thus, should the Western Hemisphere trade corporation 
treatment be continued if this new policy is adopted? Further, what status 
should be accorded to foreign-subsidiary and tax-haven operations thereafter? 
After all, if less complexity in our tax laws is one objective, it is hardly achieved 
by adding still another form of organization to be considered in choosing among 
the available alternatives. It is likely that the rules regarding United States 
foreign business corporations will be complex in themselves, at least if the 
British experience in this area is an indication. Will our corporate investors 
simply turn their backs on these rules and continue to use foreign subsidiaries 
and tax havens wherever possible? If so, an administrative argument advanced 
for these special domestic corporations—that, through their annual returns and 
the like, our Treasury will have better administrative control over the foreign 
operations involved—cannot be sustained. While elimination of the Western 
Hemisphere trade corporation rate preference would be warranted and tech- 
nically simple, any restrictions on foreign-subsidiary and tax-haven operations 
would probably present many problems. Unless it were said, in effect, that 
only United States foreign business corporations could have foreign subsidiaries, 
in that in other cases the income of controlled foreign subsidiaries would be 
taxed directly to the United States parent, it becomes necessary to divide for- 
eign subsidiaries and tax-haven operations into the good ones and the bad 
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ones. Obviously, this would be a difficult task. Perhaps stockholder, banking, 
or other pressures might force our investors abroad, especially the public 
companies, to use such United States foreign business corporations, rather than 
tax-haven operations, so that a significant part of foreign investment would 
then follow this organizational form. But whether this would be so would, to 
a considerable extent, depend on the complexity of any such provision, and 
yet considerable complexity seems almost inevitable. 

While these—and additional problems that undoubtedly exist—may appear 
lengthy, as a list, they are really only illustrative of the technical questions that 
arise under our complex tax law in respect of any proposal involving the 
creation of a special status for a particular form of business organization. 
These problems can best be explored through the procedure of preparing and 
testing a statutory draft. It would be very desirable to have the matter con- 
sidered in conjunction with the Treasury tax experts. If a workable draft 
seemed possible, it should then be tested through public hearings by the House 
Ways and Means Committee. 

It must be remembered that the result sought through the United States 
foreign business corporation—deferral of tax through a domestic corporation— 
is neither so vital nor so capable of producing a significant increase in United 
States foreign investment as to justify extreme haste in pushing through such a 
statutory change. However, the result does appear to embody sufficient advan- 
tages to warrant its careful exploration. It is almost impossible to weigh the 
merits and difficulties of this step in the abstract. Consequently, it would 
be desirable to undertake such exploration through work on a statutory draft.” 


CONCLUSION AND SUMMARY 


The United States income tax, when viewed in proper perspective, has achieved 
a balance between observance of the basic standard of tax equality among our 
taxpayers and necessary accommodation to the revenue claims of other coun- 
tries when international activities are involved. As respects tax equality, our 
income tax rests tax jurisdiction on residence and nationality, as well as geo- 
graphical source, so that American citizens and corporations with foreign income 
are required to pay tax on that income. However, as respects accommodation 
to foreign taxing jurisdictions, the United States grants a tax credit for foreign 
income taxes paid, and thereby permits the United States taxpayer investing 
abroad to reduce his United States taxpayment accordingly. It is this credit 
which makes foreign investment possible at all. As a further accommodation, 
the United States grants tax deferral to United States taxpayers investing 
abroad in foreign-subsidiary form. This tax deferral is a decided advantage, for 
it is an interest-free loan in the amount of our tax on the foreign income, auto- 
matically granted by our Government without any security or collateral, and 
with the maturity controlled by the taxpayer. These two accommodations are 
capable of rational support. The third significant aspect of our treatment of 
foreign investment consists of the distinct rate preferences accorded to foreign 
income. The formulas under the foreign-tax credit permit rate reductions 
ranging up to 12 points, or 23 percent of tax. The Western Hemisphere trade 
corporation provision permits rate reductions ranging from 9 to 14 points. These 
rate preferences appear to be unjustified. 

In the light of this perspective, there are no fundamental corrective changes 
to be made in the interests of foreign investment, and no major proposals to 
reduce the burden on foreign income relative to domestic income that deserve 
support. A further tax subsidy for foreign investment would be a waste of 
Government revenues and result in windfalls to most investors abroad. There 
is no real evidence to show that the tax reduction would increase foreign 
investment. In view of the unselective nature of a tax subsidy, the subsidy would 
go to the riskless investment along with the risky, to the old investment along 





There are also some minor technical issues in the foreign-income area that deserve 
exploration. Among these are consideration of an overall limitation, or some modification 
thereof, as compared to the per-country limitation under the foreign-tax credit; revision of 
sec. 902 (d) extending the foreign-tax credit to royalty payments, but on an overgenerous 
basis when the royalty is deductible in computing the foreign tax; further analysis of 
the concept of an income tax as the operative concept under a foreign-tax credit mecha- 
nism which extends to income taxes or taxes in lieu thereof (see Surrey, supra, note 4, 
at 820-822); consideration of the rules governing the source of income, another essential 
ingredient of the foreign-tax credit mechanism, and a more systematic handling of these 
rules in our international tax treaties. 
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with the new, to the undesirable investment as well as the desirable. A tax 
subsidy cannot channel additional private investment to those areas where it is 
most needed. Viewed objectively, the question is not that of additional tax 
reduction for foreign income, but whether the existing tax reduction now accorded 
to that income is justifiable. 

The proposal for tax-sparing treaties, granting a foreign-tax credit for taxes 
not paid to foreign countries, is also unsound. It involves a discrimination 
between the investor at home and the investor abroad, since the tax not paid to 
the foreign country becomes, when a credit is given for its amount, equally a tax 
not paid to the United States and, hence, a reduction in the United States tax. 
In addition, it involves bizarre discriminations among United States investors 
abroad, for it favors investors in one foreign country as against another foreign 
country, depending not on the need for investment in one or the other country 
nor on the level of tax rates in the foreign countries, but whether or not a 
country has adopted a tax-concession law containing a particular form of 
concession. Even within one foreign country, it discriminates between investors 
solely on the form of income, such as those receiving operating profits as against 
royalties from patent licenses. Moreover, tax sparing by stressing foreign-tax 
concessions and lower rates places a serious obstacle in the way of the reform 
of foreign fiscal systems. Such reform is needed in underdeveloped countries 
so that they can both raise revenues commensurate with their needs and also 
provide the stable tax system required to promote capital formation and invest- 
ment. Since tax sparing works in just the opposite direction, by favoring the 
unstable system and revenue reduction, it is contrary both to the needs of 
underdeveloped countries and to our objectives in assisting those countries. 

In the area of less sweeping proposals that merit consideration, attention 
should be paid to permitting tax deferral for foreign income to be obtained 
through domestic incorporation, rather than being dependent, as it is today, 
on the use of foreign subsidiaries and tax-haven operations. This might be 
achieved through the creation of a special class of domestic corporations, referred 
to as United States foreign business corporations, whose activities would be 
confined solely to the foreign area and whose income would not be taxed until 
distributed to their shareholders. But this step should be taken only if it can be 
accomplished without involving the creation of opportunities for tax avoidance, 
either not present today or held in check by difficulties inherent in foreign incor- 
poration, and without involving undue complexity. A large number of technical 
and policy problems would have to be met in formulating a statutory plan for 
such corporations. However, the result does appear to embody sufficient advan- 
tages to warrant its careful exploration through work on a statutory draft of 
the proposal. 


Mr. Surrey. I had the opportunity to testify before the full com- 

mittee at its invitation earlier in January of this year on this topic, 
and in my statement I have inc orporated by reference my testimony 
at that time since I covered more points than I will cover now. 

Mr. Surrey. I understand that one objective of these hearings 
is to ascertain factual information regarding United States invest- 
ment abroad, such as how much foreign investment is there; why does 
some American capital go abroad and why some American capital is 
simply not interested in going abroad? What are the inducements, 
what are the obstacles ? 

These are pertinent questions, but unfortunately there is very little 
data with respect to these questions. 

I would like to call the committee’s attention to a careful analysis 
of these points in a volume written by Barlow & Wender, called For- 
eign Investment and Taxation, which was published in 1955. 

This is a publication of the Harvard Law School International Pro- 
gram in Taxation and is part of the research of that program in the 
field of foreign investment. 

Today I would like to confine my testimony to the aspects of taxa- 
tion with respect to foreign investments. I think it is important 
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initially to obtain some perspective regarding the present United 
States treatment of income from sources abroad. 

The United States income tax as far as possible, it seems to me, 
and this is a difficult thing to accomplish, attempts to live up to the 
standard of equality. Persons, or corporations, with the same amount 
of income, should pay, respectively, the same amount of taxes at the 
applicable rates. 

In the foreign field this has the result of having the United States 
base its jur isdiction not only on source, is not only taxing income from 
within the United States, but also on residence and nationality, thereby 
taxing its corporations and citizens on their foreign income. 

We are not unique in this respect, for many of the mature tax 
systems of the world also base their jurisdiction to tax both on source 
and on residence. 

Now, while this is proper insofar as the United States system is 
concerned, we must recognize that we do live in one world and that 
when our citizens and corporations invest abroad they inevitably 
will also be subject to taxation at the source because the country of 
source is interested in protecting its own revenue system. 

Some accommodations have to be made or there would be no inter- 
national investment. The United States has made an accommoda- 
tion through the foreign tax credit system, and to the extent that a 
foreign tax is paid the United States will yield jurisdiction to the 
foreign country. 

We are essentially the pioneers in this treatment of international 
accommodation in the tax field. 

Without the foreign tax credit there would simply be no interna- 
tional trade or investment as far as the United States is concerned. 

Consequently, while the foreign tax credit is a complicated mecha- 
nism, it is an essential mechanism under the United States tax system. 
More and more it is also becoming the mechanism which other coun- 
tries are using to reach an accommodation to international investment. 

Under this mechanism the United States Treasury simply treats 
a foreign tax paid as a tax paid to the United States. 

At the same time, the burden on the United States taxpayer re- 
mains the same as the burden on the taxpayer at home. He simply 
pays that burden to 2 treasury departments in 2 parts instead of to 1 
treasury department. 

The United States also makes a second accommodation to in- 
ternational activity in the grant of deferral of taxation on foreign 
income until that income is returned to the United States. This is 
done through the recognition accorded to foreign corporations. 

Under this recognition a foreign corporation, even though wholly 
owned by an American corporation and even though essentially man- 
aged in the United States and controlled in the United States, is not 
a taxpayer under the United States system. 

This country is much more liberal in this respect than many other 
countries of the world in that many other mature tax systems do 
not grant this recognition to foreign subsidiaries controlled and 
managed within the home country. 

But we have done so and the advantage to foreign investment is 
quite significant. 
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What, in effect, has been accomplished is that the investment or- 
ganized. in this form has an interest-free loan of the amount of the 
United States tax involved, obtained automatically without collateral 
or any security, and with the maturity of the loan dependent solely on 
the taxpayer. 

This deferral of tax is a distinct advantage to foreign investment 
abroad which does not occur in many other systems. 

In addition to being an advantage to the American taxpayer when 
he invests abroad, it is also an accommodation to foreign tax systems. 
The tax credit, the foreign-tax credit, is one accommodation since it 
permits the foreign system to have as high a rate of tax which it thinks 
proper and which rate of tax will not interfere with investment from 
the United States, at least as long as that rate does not go higher than 
the United States rate. 

Deferral of tax is a different kind of accommodation because it ac- 
commodates the United States tax to those countries which prefer a low 
tax rate in that the low tax rate of the foreign country is effective as 
long as the investment is in subsidiary form and not returned to the 
United States. 

Consequently, in the building-up stage of an investment abroad, 
which is essentially the important stage, it is the foreign tax rate which 
is the important factor and not the American tax rate. 

Now, these two accommodations, it seems to me, are rational and 
capable of support. 

We have one other aspect of the treatment of foreign investment 
which seems to me much more difficult to defend and that is the rate 
preferences which are granted to foreign income. 

There are two forms of rate preferences granted to foreign income 
today. One is Western Hemisphere treatment which is a 14- point re- 
duction, and which becomes about 9 points if the corporation is a 
subsidiary of a domestic parent. 

The other form of rate preference comes through the formulas which 
we use under our foreign tax credit mechanism. Under some circum- 
stances the overall rate on foreign income under the foreign tax credit is 
as low as 40 percent. 

In other words, foreign income can receive a tax rate of 40 percent 
rather than 52 percent if the investment is organized through 2 foreign 
subsidiaries. 

If 1 foreign subsidiary is used the overall rate may be as low as 45 
percent. These are simply quirks in the computations under the for- 
eign tax credit, but they are very important quirks because in some 
cases they mean a tax saving of 23 percent, which is the maximum 
saving that can be accorded foreign income under these formulas. 

There does not seem to me to be any warrant at all for these rate 
preferences. 

Now, if you look at this perspective I think one could conclude that 
foreign i income by and large is treated more favorably than any other 
form of income under our tax system. The tax on it can be completely 
deferred, and the deferral is within the taxpayer’s control. 

The rate of tax, even when it is finally paid, can be considerably less 
than the rate of tax paid on domestic income. 

It seems to me that under these circumstances it is very difficult to 
argue for any further reduction in the rate of tax on foreign income. 
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In a sense, if one were to view the matter objectively, these hearings 
should be directed, not to proposals for furt “ rate reductions for 
foreign income, but to a consideration whether the present rate prefer- 
ences already accorded are at all justified or whether instead these 
formulas under the foreign tax credit and the Western Hemisphere 
rule should be changed so that foreign income ultimately pays the 
same rate of tax as domestic i income. 

In that sense it seems to me much of the testimony of these hearings 
focuses on the wrong aspect of the problem. 

Now, it is interesting to see that by and large there is no longer the 
insistent urging before this committee that further tax reduction should 
be granted to foreign investment. I think that in part many people 
have begun to realize how favored foreign investment is today. I think 
they have also begun to realize that if a : subsidy i is to be granted to for- 
eign investment certainly the tax system is not the vehicle for granting 
a subsidy. 

Any further reduction in the rate of tax would be completely un- 
selective. It would go to the old investments and new investments 
together; it would go to the undesirable investment and the desirable 
investment, to the riskless investment and the risky investment. There 
is no guaranty that it will put investment in the places where it is 
needed. 

So much for the undesirability of any major proposals for tax 
reduction. 

I would include in that statement any proposal which would sub- 
stitute a flat 10 percent or some such rate of tax on foreign income and 
abandon the foreign tax credit system. ‘That seems to me a completely 
indefensible proposal. 

It would grant many windfalls to some companies and would put 
burdens on other companies. It would, for example, increase the 
overall rate of tax on many of our oil companies operating abroad. 

I see no reason why the overall rate of tax on the oil companies 
operating abroad should rise above the regular American rate. Yet 
this proposal would under the foreign 50-50 tax systems and so on 
increase the American rate. It would also do this in the case of any 
other company investing in a high-rate country abroad. 

There seems to me no reason why foreign income should be taxed 
higher than domestic income. 

Yet this proposal would reach that end. So on several counts this 
proposal seems to me to be very inadvisable. 

Now, there is another form of tax reduction which has been sug- 
gested, this time not through legislation, but through treaties. This 
is the so-called tax sparing treaty which apparently the Treasury 
Department is still urging. This was presented to the Senate in the 
Pakistan treaty. Fortunately the matter became moot and therefore 
the tax-sparing provision did not have to be adopted and in effect, 
the United States was spared from having to adopt an extremely un- 
wise precedent in that treaty. 

Essentially the tax- sparing provision grants a tax credit for taxes 
not paid to foreign countries. 

Now, once you grant a credit for tax not paid you are simply reduc- 
ing the United States rate of tax. Under the foreign tax credit 
system the taxpayer pays taxes to two treasuries instead of simply 
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to the United States, but his tax burden remains the same because he 
pays those taxes. 

Under the tax-sparing form of credit the taxpayer pays tax to 
neither treasury. He does not pay it to the foreign treasury and be- 
cause he does not pay it to the foreign treasury it is said he also does not 
have to pay the same amount of ‘tax to the United States. It is in 
effect a reduction in the United States burden on this taxpayer. 

The reduction can be in any amount depending simply on the conces- 
sion granted by the foreign country 

Now, this tax-sparing reduction is obviously completely discrimina- 
tory as "against persons w ho invest at home. It is simply another tax 
reduction. But it is even discriminatory as to persons who invest 
abroad. 

The foreign tax concessions are of all different types and kinds. 
They go to new industries, essential industries, basic industries, 
approv ed industries, pioneer industries, convenient industries. They 
run for 5 years, 10 years, 20 years. 

The tax may be 100 percent forgiven, 5 percent forgiven, 20 percent 
forgiven. 

Obviously under these kinds of concessions if the tax concession 
abroad is to be determinative of the reduction, some American investors 
will get this reduction in American tax and some will not, depending on 
which tax concession is used by the foreign country. 

More importantly, some countries do not use concessions at all. 
Venezuela, for example, is a country which does not use tax concessions 
under its income tax. 

I spent the summer with part of a group working on the Vene- 
zuelan tax system for the Venezuelan Ministry of Finance. They do 
not have tax concessions and I think they would prefer not to have 
them if they can help it. 

That would mean that an American investment in Venezuela could 
not be the recipient of a tax-sparing treaty because Venezuela does not 
spare income taxes. 

Consequently that American investor would pay higher United 
States taxes than an American investor investing perhaps in Mexico, 
which is a tax-concession country, although the “ultimate tax paid to 
each of these foreign countries would be exactly the same. 

I see no reason why the United States should say that the American 
investing in one country, which is Mexico, should pay a lower Ameri- 
can tax than the American investing in Venezuela or any other 
country. 

Some of these countries grant concessions through their custom 

rates or their property tax and not through the income tax. 

You could not write a tax-sparing treaty with that kind of country. 

So it seems to me that this kind of system is completely shot through 
with discriminations even among the American foreign investors. 

Further, the tax- “sparing treaty really is moving in the wrong direc- 
tion. As far as I can see it would be much more important to spend 
time not on hearings on the American tax system, but on hearings on 
how we can aid in improving foreign tax systems. One of the obstacles 
to investment abroad and to economic development is not the United 
States tax system: it is the tax systems in the foreign countries. 
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All of these foreign countries, underdeveloped countries, are under 
terrific strain to finance government overhead projects. They have 
to improve their education; they have to improve their communica- 
tions and their transportation ; they have to improve their public utili- 
ties and the skills of their people through training. 

This a a great burden on government financing. What do they 
do? They look at their tax systems and their tax systems are inade- 
quate. They start to raise the rates of their taxes. But they have 
very poor administration in these countries, so they don’t collect the 
taxes that they have on their books. 

As a result, taxes go still higher. Then the rates go so high there is 
no investment in the country, either from abroad or from capital 
within the country. 

So they start granting tax concessions and in many cases they do so 
in a catch-as-catch-can manner because it is difficult to operate a tax- 
concession system especially since it involves a great deal of discretion. 

The result is that they all end up with unstable tax structures which 
defeat the whole purpose of economic development. 

We should be attempting to improve these structures. Tax spar- 
ing works in just the other direction because it focuses on the tax con- 
cession, it induces the tax concession, it encourages really unstable 
revenue structures in these foreign countries. 

Now, one step that I think would assist foreign investment would 
be a revision of the tax laws in most of these underdeveloped countries. 
I say that on the basis of some experience in Venezuela, and some ex- 
perience at Harvard where we conduct a training program for tax 
officials from foreign countries. It seems to me on talking with these 
officials and seeing some of the problems abroad that this is the major 
problem and not the United States system. 

Tax sparing, it seems to me, is simply going to perpetuate these ill- 
advised foreign tax structures. 

Now, my basic conclusion would be that there is no major change 
necessary in the United States system in the interest of reducing taxes 
on foreign investment. There is one proposal which I think does de- 
serve exploration, and that is the question of how we should conduct 
our tax-deferral policy. 

As I indicated earlier, tax deferral is an important advantage. 
However, it is available ‘only if you operate in foreign subsidiary 
form, 

Now, that does raise, it seems to me, an important question of tax 
policy. Should we continue this tax deferral at all in view of the dis- 
tinct advantage that it does give ? 

I think on that I would answer “Yes,” based on tax history; based 
on the accommodation that is given to foreign revenue systems which 
desire low rates, and some of them do; based on the fact that most of 
our foreign business is organized in that way today. 

If that is so, then you are faced with the question of whether it 
should be necessary to have a foreign corporation in order to get the 
advantage of this tax deferral. 

Should American corporations have to go to tax havens in other 
countries ? 

Initially one would tend to answer that question in the negative. 
People should not be required to go abroad to get this deferral. If it 
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is the policy of the United States, why should they not be able to get 
it simply through domestic incorporation ¢ 

Now, this could be accomplished, as a number of witnesses have 
said, through the “United States foreign business corporation.” 

It is interesting to see the amount of attention given to this subject 
today by most of these witnesses. I think the basic work on the 
proposal was done at the Harvard Law School several years ago in 
connection with this volume of the Harvard Law School International 
Program in Taxation that I earlier mentioned. Our research on the 
subject did indicate that this was the most promising proposal to be 
explored. 

I do want to point out, however, that I do not think it will be easy 
to accomplish. There are a great many technical questions that have 
to be considered. 

I would also regard the United States foreign business corporation 
technique as more satisfying if at the same time we would get rid of 
some of the irrationalities in our system. 

It seems to me very peculiar to have both foreign business cor- 
irrationalities in our system, such as the foreign tax credit formulas 
mentioned earlier. 

Also, unless you are careful about the matter you are likely still to 
end up with foreign holding company subsidiaries. All that then 
would have been done would be simply to add another choice of doing 
business, which thereby complicates the whole structure. 

The British have done essentially that. They have adopted the 
British overseas company, which is like the proposal being urged here 
today, but it is so complicated that the British prefer to use foreign 
subsidiaries whenever they can. 

The difficulty in Britain is that it is not as easy to use foreign sub- 
sidiaries as it is in the United States. 

That is one of the factors that gives me pause here. If this provi- 
sion is so complex as to scare people away, then nothing will have been 
accomplished in one sense. 

On the other hand, if it is not complex it is likely to open up loop- 
holes and may not accomplish its pur pose. 

So I think my conclusion on this point would be that this is the most 
promising proposal in this field, in the sense that it is the only one I 
see that is worthy of exploration at this time. 

However, I think that the exploration should be thorough and 
should be concrete and should proceed on the basis of a statutory draft 
which itself should be made a matter of public hearings thereafter. 

Until a good deal of work is done on this proposal I think it is 
difficult to say whether it will in the end achieve what is desired or 
whether in the end it will simply be another 4 or 5 pages on the books 
which cause difficulty rather than provide solutions. But it does, I 
think, appear to be the only proposal that is worth exploring at this 
time. 

Mr. Macnrowicz. Thank you, Professor Surrey. 

Mr. Byrnes. I have no questions. We remember you, of course, 
Mr. Surrey, at the time you were previously before this committee. 

Mr. Macurowicz. You discussed several proposals for tax legisla- 
tion in this field. You have not mentioned the proposal suggested by 
some of the witnesses as to the overall treatment of the foreign tax 
credit as compared to the per-country limitation. 
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Do you have any views on that ? 

Mr. Surrey. In my statement I indicate that this matter is one of 
the technical matters that should be considered. I think there is some 
irrationality in the present system which says that we will have only 
the per-country limitation, but then permit foreign holding companies 
and tax-haven holding companies, to, in effect, use the overall limita- 
tion, which is the way it actually operates. 

It seems to me very peculiar to have one provision on the books, but 
in actual operation in many cases to have another provision. 

I think, on balance—although I would want to reflect a little 
more, if a choice had to be made between the two, the overall limitation 
would make more sense than the per country limitation. 

Mr. Macurowicz. How would you phrase any amendment which 
would permit an annual election 4 

Mr. Surrey. I think, also, that should be something that should be 
explored. The election would be desirable if you decided to have the 
overall limitation and then wanted to help the taxpayer who had losses 
in one country. 

Mr. Macurowicz. Thank you very much for a very fine statement. 

Our next witness is Mr. J. N. Behrman, professor of economics and 
business administration, University of Delaware. 

Mr. Beurman. Mr. Chairman, I am Dr. J. N. Behrman, professor 
of economics and business administration at the University of Dela- 
ware; also associated with the Patented Trademark and Copywright 
Foundation of the George Washington University as director of its 
research project on foreign licensing. I have a prepared statement 
which I am going to abridge for presentation. 

Mr. Macurowicz. Go right ahead. 

Mr. Benrman. Mr. Chairman, I[ appreciate the invitation of the 
committee to testify on the role of transfers of industrial knowledge 
abroad. These exchanges are a potent means of spreading the tech- 
niques of growth to the rest of the free world, and have not been 
given the attention that they deserve. 
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Mr. Brurman. Since World War II, the United States has shown 
an increasing interest in the transfer of technical knowledge abroad. 
This interest is evidenced by the exchange of persons under various 
foreign aid programs, the standardization of armaments under 
NATO, and the increasing volume of private agreements between 
United States and foreign companies. 

The Government has assisted in the transfer of know-how so as— 

1. to prevent the beneficiary from having to pay scarce foreign 
exchange ; 

2. to accelerate their economic development; and 

3. to make up for the low volume of private technical ex- 
changes which has resulted from a low level of international 
private investment. 

But the Government can hardly transfer abroad the industrial 
know-how which is developed by private firms; the exchanges of per- 
sonnel under various aid programs are not sufficient to accomplish 

38415—58——_26 








TT EN ES SSS essere hss SSS Sse sss ssn sesrerrpemener stant sang ei re ec 


ee 


394 PRIVATE FOREIGN INVESTMENT 


the exchanges of production information and administrative skills. 
These can be provided to a foreign company only by the American 
firm which holds that information. 

The United States Government cannot successfully commandeer, 
purchase, or otherwise obtain industrial know-how and then give it 
away abroad. This is the case, to a large extent, even with patented 
process or information. There are too many unknowns which the 
industry can withhold to prevent successful use of the information 
which the Government might wish to transfer. 

Among the various kinds of technical knowledge, I have been study- 
ing specifically the transfer abroad of patented and unpatented know- 
how of American industry. Transfers of industrial know-how are 
highly important in an examination of trade policy. 

First, economic theories frequently assume a continuation of the 
given state of the industrial arts and existing differences in pro- 
ductivity based on these arts and skills; too little attention has been 
given to the effects of transmittal of the arts abroad or changes in 
each country. 

Second, most of the developing nations desire an acceleration of 
industrial growth, and this requires know-how. 

And, third, the changing structure of industrial production in for- 
eign countries give rise to some intricate but interesting analytical 
problems from the standpoint of United States foreign economic 
policy. 

Private industrial know-how is either technical or managerial. 
Technical know-how includes production methods and the results of 
research into new products and processes; these results may be pat- 
ented or kept as trade secrets. 

Managerial know-how includes administrative methods and sales 
and advertising procedures. Each of these kinds of know-how may be 
transfered abroad in more than one way. For example, the formation 
of a foreign subsidiary usually gives rise to a transfer of all of the 
above types of know-how. But each may be sent abroad apart from 
a subsidiary relationship. ; 

Management contracts provide for the temporary administration 
ofa foreign firm by, say, a United States company. Technical-assist- 
ance contracts may require an American firm to supply a foreign 
company with its complete production procedures, or some specified 
part of them, often including trade secrets. 

Licensing agreements, under which patent rights are usually trans- 
ferred, may include technical know-how. Separate agreements are 
one made when the licensor grants the right to use his trademark; 

rademark agreements frequently involve supervision or control of 
saumsaeiake quality, and advertising of the licensee by the licensor ; 
thus, considerable managerial know- how is transferred. 

When the foreign firm agrees to extend similar rights to the United 
States company, the agreement is called a cross license. Licenses ex- 
tend the right to manufacture, or to use and/or to sell, the items 
embodying the patents or know-how or bearing the trademark of the 
licensor. 

In this presentation, I wish to comment briefly on— 

(a) the extent of foreign licensing by United States companies; 

(6) the motives to license abroad; and 
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(c) the economic impacts of foreign licensing. 

Extent of foreign licensing by United States companies: It is evi- 
dent from the increasing comment in trade journals and from the 
research of the Patent, Trademark, and Copyright Foundation of the 
George Washington University that greater attention is being given 
to foreign licensing as a technique of overseas operations. 

Examination of the programs of 180 corporations indicates that 
19 out of 20 sxporianieed an increase in foreign licensing since World 
War II. This increase reflects also a large number of companies just 
beginning to license abroad. For 3 out of 4 we examined, licensing of 
know-how rose more rapidly than that of trademarks or patents. 

Geographically, foreign Tibeeshel of United States companies have 
apparently been extended primarily to the already industrialized 
countries. Out of over 800 licenses reported under the patent founda- 
tion’s project, nearly 23 percent were to companies in the United 
Kingdom, 12 percent to French companies, 11 percent to West German 
companies ; 9 percent to Canadian, 8 percent to Australian, and 6 per- 
cent to Japanese companies. These countries accounted for nearly 
70 percent of the total licenses reported. 

In contrast, the nonindustrialized countries received about 25 per- 
cent of the licenses extended, with one-fourth of these going to 
Mexican companies. 

Although there are several United States corporations with more 
than 100 licensees abroad, over one-third of those reporting had 5 or 
fewer licensees in 5 or less countries and one-fourth had 6 to 10 
licensees in as many countries. 

There is little evidence of the value of these licenses abroad. But, 
the magnitude of licensing operations abroad is suggested by some data 
on Japan, Britain, and Germany. In the case of Japan, 431 technical- 
assistance contracts were negotiated between May 1950 and Decem- 
ber 1954. The United States Department of Commerce estimated that 
these contracts had a total capitalized value of $293 million, at an 
average royalty rate of 5 percent. 

These data indicate there is a sizable untapped reservoir of proprie- 
tary rights and know-how which could be extended abroad, especially 
to the developing countries. 

The strong demand for United States technical assistance is re- 
flected in the fact that United States firms participated in 307, or 
71 percent, of these contracts and represented 62 percent of the 
capitalized value, or $182 million. 

A study in Fortune, April 1953, estimated that the amount of 
foreign exchange remitted by Japan as royalties on the few contracts 
in existence during the full year of 1951 equalled $3.7 million and in 
1952 jumped to $15 million; Japan’s balance of payments shows a cash 
payment for royalties and fees on the order of $12 million in 1955. 

A study of the operations of United States companies in the United 
Kingdom reported that four-fifths of the United States-type products 
sold to British consumers in 1954 were not manufactured in the United 
States, 

They were manufactured by United States subsidiaries, by joint- 
Anglos-American firms, or by British firms under United States 
licenses. 
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In the aggregate, some $2 billion of United States-type goods were 
produced, of which two-thirds were by United States firms, wholly 
or jointly owned, and one-third by British firms under license. Of 
course, some of the wholly or jointly owned firms were operating under 
formal or informal license, also; thus, licensing was involved in even 
more than one-third of the $2 billion of goods produced. 

Assuming a royalty rate of 5 percent on net sales, and assuming 
that only half of the production of United States- type goods was 
under license, a return in the order of $50 million was due United States 
licensors of British, and jointly owned, firms in the year 1954. 

British statistics do not show a figure comparable to this amount; 
the explanation may be that the $50 million estimate is too great or, 
that some of the royalties were retained abroad for reinvestment in 
subsidiaries, or, that some agreements were cross-licenses offsetting 
the value of the return to the United States by an equal return to 
Britain, leaving no funds to move. 

In contrast, Just under $400 million of manufactured goods were 
imported into the United Kingdom from the United States in 1954, 
exclusive of defense equipment, the net profit on which may have 
averaged 20 percent giving an aggregate profit of $80 million, only 
about t twice the estimated returns on United States licensing of Brit ish 
companies. 

German balance-of-payments data show about $40 million of pay- 
ments to the United States for patents, royalties, and films plus 
another $15 million or so of miscellaneous fees, possibly including 
engineering services. 

It has also been estimated that the returns from France are greater 
than those from either Britain or Germany. The total payments to 
the United States by these three countries plus Japan may aggregate 
$80-90 million yearly. 

When we add the returns from other nations, an estimate of $150 
million may be close to the actual transfers, exclusive of returns from 
subsidiaries or from cross-licenses. 

At a capitalized rate of 5 percent, this would mean an outstanding 
investment of know-how abroad, patent rights and trademarks by 
American enterprise valued at about $3 billion. 

If the value of cross-licenses and royalties retained abroad are 
added, it is not inconceivable that the value of know-how and patents 
by United States companies approaches $4 or $5 billion, compared 
with outstanding direct private foreign investment of $25 billion. 

The returns from licensing are apparently not concentrated in any 
one industry in the United States. While the returns of those which 
have set up entire divisions to carry out the agreements are recorded 
in 7 figures, the smaller 5-figure returns to many of the remainder 
are not inconsiderable in their overall profit pictures; for some of the 
smaller firms, licensing returns have equaled 30 percent of yearly net 
profits since the war. 

Motives to license patents and know-how abroad: Motives to trans- 
fer a how abroad may be grouped according to whether— 

a) Other methods of for eign operation are precluded by com- 
riotstton or governmental restri ictions. 

(6) Licensing is thought to have inherent advantages over 
other methods; 
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(c) Licensing is seen as a desirable complement of exports or 
direct investment; and/or 
(d) Nonprofit considerations are paramount. 

(a) Licensing as a substitute for exports of direct investment: 
Many companies operate on the assumption that a greater return will 
be obtained from the export of one’s own production rather than from 
investment or licensing. 

Under this view, a motive to license arises only when exports are 
restricted or decline from foreign competition. In the postwar period, 
the growth of governmental restr ictions on currency movements and 
trade were a prime factor in an increase in licensing from the United 
States. 

For example, currency restrictions and dollar discriminations in- 
duced some United States companies to license the manufacture of 
their products in a foreign country whose currency was more readily 
obtainable by third-country importers; this provided United States- 
type goods without dollar expenditures save for the royalties under 
the license. 

Recently, stiffer competition has been faced as a result of penetra- 
tion of European companies into world markets. Where Europeans 
are setting up foreign subsidiaries or are themselves licensing manu- 
facture abroad, the United States company has sometimes found that 
it cannot compete through exports and must either manufacture 
abroad or permit manufacture of his product by another. 

Not only are transportation costs important in this decision, but 
the support given to domestic manufacturing by tariffs and direct 
controls give the licensee a competitive advantage and profitable re- 
turn in which the American licensor may share. 

Licensing has sometimes been found to be a desirable substitute for 
direct investment. Licensing becomes more attractive when direct in- 
vestinent is closely screened, when nationalistic controls impinge on 
the administrative responsibilities of the American officials and on the 
proportion of equity capital which Americans may own, and when re- 
turns of dividends are restricted. 

(>) Inherent advantages of licensing: But licensing has some ad- 
vantages over both exports and direct investment even when neither 
of them is restricted. As compared to direct investment, licensing 
does not involve extensive transfers of capital. 

When American firms have found that all their available capital is 
absorbed domestically, some have turned to licensing to make their 
products available abroad. 

A recent study in business motives in investing abroad concludes that 
many companies do not expect returns from abroad higher than those 
gained on capital invested in domestic operations. The desire to have 
the product manufactured abroad may be strong, but there is appar- 
ently not a strong monetary incentive to put capital into the foreign 
project, 

Licensing obtains many of the same results without the risk involved. 
Also, licensing conserves executive talent; foreign brainpower is ex- 
pended in decisions concerning sites, plant size, employee relations, 
compliance with legislation, and so forth. 

Finally, licensing provides a breathing spell during which the 
American manufacturer can survey the potentialities abroad and in- 
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vest later if he desires, either in the licensee or in a new omapeny’ This 
opportunity may not be open if the licensee is a well-esta lished and 
sizable firm already. 

Some American officials consider that licensing has inherent advan- 
tages over direct sales also. Licensing is more flexible than exports 
in that production facilities of the licensor are not tied up in anticipa- 
tion of any given volume of foreign sales; any shift in demand or 
»roduction patterns abroad is borne by the licensee; and the licensor 
is thereby relieved of a continual surveillance of market demand. 

Collaterally, the licensee can get closer to the market, being an old 
hand in the area, and can determine its significant movement. 

The licensor then buys into this know-how with very small expendi- 
tures of time and money and yet can get out completely if necessary 
at practically no cost ; contrarily, the loss of significant exports would 
involve considerable readjustment in produc tion schedules and 
marketing. 

(c) Licensing as a complementary policy: Some American com- 
yanies have adopted the view that it is impossible to keep technical 
have-inae secret for long. While it may not be desirable to disclose im- 
mediately any and all technical information acquired through research, 
many foreign forms are seeking the same information through their 
own programs, and they will eventually obtain it. 

If the American developer can gain some financial return for having 
found it first, he is that much ahead. The expansion of research pro- 
grams has increased overhead costs considerably, and a technical assist- 
ance contract provides a continuing outlet for improvements developed 
at home. 

Also, cross-licenses assure the American firm of reciprocal advances 
made abroad ; some firms have found this return of foreign discoveries 
much more impor tant than the royalties on their direct licensing 
agreements. Currently, the United States licensor is in a favored posi- 
tion, since his know- how is in demand over the world, but with the 
increasing research programs t and technological advances made in Eu- 
rope and ‘Russia, United States companies are facing stiffer competi- 
tion even in this field. They may find that they are being squeezed out 
in the process of economic development or industrialization abroad. 

In most instances, business policy does in fact dictate the pursuit 
of exports, direct investment, and licensing at the same time. And 
many Officials do not consider them as substitutes but as complements. 

For example, licensing has been a precursor to direct investment 
abroad through the establishment of profitable relationships leading 
to the later contribution of American capital, or, alternatively, the re- 
turn from licensing have been taken in equity participation, thus build- 
ing up an interest in the foreign firm at no capital outlay by the 
licensor. 

Licensing has also been used to expand exports by the licensor 
through the sale of complementary items or component parts. The 
licensee abroad may not be permitted to manufacture the entire product 
but merely to produce certain items and assemble. 

Or, he may produce only 1 or 2 items in a product line, thus ex- 
panding the market for the licensors entire list of commodities. 

The "“tentan of Westinghouse is instructive : In 1949, its licensees 
bought about $6 million worth of Westinghouse parts, which it con- 
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siders to be a greater amount than it could have achieved by attempt- 
ing to ship the finished product, mostly because of import quotas and 
tariffs. 

In addition, the power-consuming equipment manufactured by its 
licensees creates new demand for generating equipment which the 
licensee cannot itself supply; these items must be purchased abroad, 
and Westinghouse is convinced that its having helped develop a home- 
owned industry abroad is remembered when such orders are placed. 

Finally, export volumes may rise merely as a result of the increase in 
general economic activity which is generated by the production of 
licensees. 

(2) Nonprofit considerations: Apart from the profitability of 
licensing when substituted for exports or investment or coupled with 
either in some way, a strong motivation to license has stemmed from 
the desire to maintain the position of the licensor within the industry 
regardless of the uncertain financial returns. 

For example, if a firm’s competitors have gone abroad, either 
through direct investment or licensing, some American firms have 
found it necessary to expand abroad in order to keep their place in 
the industry. 

Since calculations as to potential returns from licensing are quite un- 
certain, requiring an estimate of a market estimate by the licensee or 
at best an estimate of a foreign market, decisions to license are fre- 
quently made apart from profit maximization. 

Company officials may wish to maximize profits, but more frequently 
they seem to think in terms of the maintenance or expansion of the 
firm’s market position. 

This position may be strengthened better and at less cost by ex- 
pansion abroad, sometimes, than by upsetting the domestic market pic- 
ture by aggressive expansion at home. 

Licensing abroad has also resulted from the action of a customer. 
When a manufacturer-customer goes abroad, for example, automobile 
assembly or oil processing, the American parts supplier, or plant 
operator, has had to license the manufacturer of his products, or the 
use of his processes, in order to keep his customer. 

If he did not do so, his customer might consider him uncooperative 
and let the domestic business go also. In this event, the motive to 
license stems from that of the customer-investor. 

Though it is not yet widespread among the experiences of Amer- 
ican companies, the increased cooperation of the United States Gov- 
ernment in military matters has given a stimulus to licensing. 

When a given piece of military equipment is accepted as the stand- 
ard item for NATO forces, the decision to have it produced in Eu- 
rope may require that an American company license the know-how 
it has developed in the United States. 

The United States Government has sometimes increased the antici- 
pated return in order to reduce the risk to the American licensor, 
though the Government, itself, licenses free of charge whatever 
know-how or proprietary rights it has obtained through the produc- 
tion of the commodity under Government control. 

Economic impacts of licensing: The economic impacts of foreign 
licensing may be analyzed according to whether the subject is the 
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domestic economy of the recipient of the know-how or that of the li- 
censor, or the tri ide pattern between the two. 

(a) Effects in the recipient country: The major impact of rising 
licensing in the country of the recipient is that an addition to tech- 
nical knowledge i is acquired without the large expenditure usually re- 
quired to obtain it. 

For example, one Japanese licensee is the beneficiary of a $22 mil- 
lion research program carried on by its United States licensor. The 
benefits are increased even more by the fact that the licensee may 
frequently pay for only those developments which he desires to use. 

Apart from this saving in costs, the analysis of the domestic effect 
of an import of know- how is similar to that of the effect of any tech- 
nological development, imported or not, and we need not dwell on the 
advantages, or disadvantages, of technological progress. 

Because of the desire for progress most governments take pains to 
encourage the acquisition of licensee, though the United Kingdom 
and some European governments have been careful concerning the 
dollar cost of some licensing arrangements which involved heavy i im- 
ports of materials from dollar areas. 

Inducements offered by foreign governments to encourage licensing 
have included special tax treatment, subsidies, additional protection 
from imports, and favorable exchange rates in either purchases of re- 
quired imports or remission of roy: alty y fees. 

Since licensing has such a significant impact on developmental pro- 
grams, however, some governments stipulate the areas in which li- 
censing may occur. Japan has published a list of industrial fields 
in which licensing is permitted, and has changed the list as areas were 
“filled up” according to the plan. 

An additional reason for control over licensing has arisen, in the 
instance of Japan, from the supposed impact on the structure of com- 
petition in the economy. Some officials there have been concerned 
that know-how received from a United States firm might make one 
Japanese firm in an industry more efficient than the rest and upset 
the “competitive balance” in the market. 

The Japanese desire to prevent one-sided competitive abilities is 
stronger when the licensee is a subsidiary of a United States firm or 
one in which the United States firm has a financial interest. 

The United States Department of Commerce has reported that 
many Japanese businessmen and Government officials believe that the 
entry of new or more efficient firms will mean less business for each. 

Since they regard the domestic and international markets as largely 
static, they are led to believe “that the foreigner with his more ad- 
vanced technology and his scientific management techniques and 
skills” would— 

(1) Cause the downfall of some companies, particularly the 
smaller ones, 

(2) Obtain control of certain industries, and 

(3) Increase the unemployment problem. 

These sentiments are apparently not widespread in other countries, 
and most governments look mainly at the impact on the balance of 
payments, giving more enthusiastic approval to licensing if it will 
help increase exports or reduce imports so as to cut the pressure on 
foreign exchange reserves. 
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(6) Impact on the United States economy: A prime result of li- 
censing by United States firms abroad is the return in the form of 
royalties and foreign discoveries. 

But licensing has offsetting costs through its impact on the structure 
of production in the Uinted States economy and costs of generating 
the know-how. 

The costs underlying licensing are usually considered as fixed inso- 
far as research expenditures are concerned, they would be incurred in 
any event. But costs of sending personnel abroad and instructing 
foreign personnel, of negotiating, of employing legal counsel, and of 
meeting technical problems sent in by the licensee are not small, es- 
pecially when one considers the scarcity of competent technicians and 
managers in the United States itself. The loss of the time of such 
people must reduce United States productivity at least in the short 
run. 

More important, long-run costs are involved, however, in the shift in 
United States production structure which will be required as the for- 
eign industries become equally proficient as those in the United States. 

Any transfer of productive factors among nations will result in a 
shift in the structure of production. 

Know-how is no exception. This production shift is desired by 
the developing countries of the world and by the European countries 
which are trying to compete with United States industry. 

The foreign economic policy of the United States Government is 
also based on the belief that the economic development of free world 
countries—especially if along free enterprise lines—is beneficial to the 
United States. 

Foreign licensing is consistent with and supports that overall policy 
in three ways: 

A. It helps increase the productivity of foreign countries ; 

B. It tends to expand the area of private enterprise in other 
systems; and 

C. It encourages capital formation in the foreign country and 
also the investment of United States capital abroad. 

(c) Impact on trade: The movement of a factor of production, 
such as know-how, and its use in development programs is bound to 
alter the composition and direction, if not the volume, of trade. 

The production structure as altered by the flow of technical and 
managerial know-how is likely to result in a narrowing of compara- 
tive advantages. 

But this result is affected by the fact that the transfers of know- 
how are strongly induced by governmental restrictions; the indus- 
tries promoted by the transfer are then likely to be those which would 
not have arisen without protection. 

For example, a Turkish firm has constructed a plant to manufac- 
ture light bulbs under a license from the United States despite the 
fact that such an undertaking is hardly economical currently and 
is unlikely to be so in the future for that country. If the new enter- 
prises are truly infant industries, the proposition does not hold, but 
there is no way of predetermining which industries are really infant, 
and there is no assurance that know-how would be transferred only 
to those industries which were infant, or in the area of comparative 
advantage were either area known beforehand. 
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Thus, from two angles, trade may tend to be reduced—factor en- 
dowments will tend to become equalized and, through restrictions, 
relative prices may be kept artificially equal. 

The overall gain from trade may be considerably reduced ; however, 
the per unit gain from the remaining items which are traded will 
undoubtedly rise. 

The loss of productivity which would otherwise arise from trade 
must thus be offset against the increased productivity in the recipient 
country arising from the transfer of know-how. 

Whether or not the total gain from new directions of trade will 
be greater or less, we cannot say. But a primary prerequisite for 
licensing to increase the national welfare will be continued flexibility 
in the United States economy. 

An additional impact arising from licensing—as from direct invest- 
ment—will be a growth in international interdependence—a sort of 
economic integr ation at the private level. 

The effect of an agreement concerning the transfer of know-how 
is that the American company becomes involved in the production 
problems abroad; if component parts are shipped, the American 
licensor assumes some responsibility for keeping the flow of goods at 
the level needed by the licensee. 

The interest of the licensee must now be taken into account. If such 
ties are desirable, then licensing might be well encouraged. 

But the decision as to whether the enhancement of economic integra- 
tion is good or bad cannot be made merely from the standpoint of costs 
and returns in an income sense. For, if we as individuals or as a 
nation decide that transfers of know-how to other nations are not 
profitable to us, these nations will find other sources of similar infor- 
mation—e. g., Germany, Russia, England, or France. 

Somehow, they will obtain the techniques and skills they require 
for their development. If we do not provide them, we may find that 
we are squeezed out of an opportunity to get in on the ground floor 
of expansion, both in the developing areas and in the Kuropean Com- 
mon Market, if it materializes. 

As to particular recommendations, I have three very brief ones 
which would indicate a necessity to encourage American business to 
take a closer look at foreign operations. These recommendations in- 
volve, without going into precisely what the incentive should be, 
some tax relief which would be imposed partly with the intent of 
indicating to American business that there is an opportunity abroad 
which they should look into. 

I have been impressed by the fact that there are a large number of 
United States firms who do not examine foreign "apporeanitiee, and 
some sort of announcement of this sort would be of great assistance. 
There is also a lack of communication to American firms of opportuni- 
ties abroad. I noticed the Assistant Secretary of Commerce indicated 
a proposal along that line which should be of great assistance. 

Thank you. 

Mr. Macurowicz. Thank you very much, Mr. Behrman, for a very 
fine statement. 

Mr. Byrnes? 

Mr. Byrnes. No questions. 

Mr. Macurowicz. Thank you very much. 





PRIVATE FOREIGN INVESTMENT 403 


Mr. Brnrman, Thank you, 

Mr. Macurowicz. The committee will now stand adjourned until 
2 o'clock this afternoon. 

(Thereupon, at 12:10 p. m., the subcommittee was recessed, to recon- 
vene at 2 p. m., same day.) 


AFTERNOON SESSION 


Mr. Macurowicz (presiding). The committee will come to order. 
Our next witness is Mr. Paul Porter, president of the Porter Inter- 
national Co. 


STATEMENT OF PAUL R. PORTER, PRESIDENT OF THE PORTER 
INTERNATIONAL CO., CHEVY CHASE, MD. 


Mr. Macnrowicz. Please identify yourself for the record. 

Mr. Porrer. Mr. Chairman, my name is Paul R. Porter, and I reside 
in Chevy Chase, Md., and I am president of the Porter International 
Co. The business of my company is to provide consulting, organiza- 
tional, and financial services to American foreign manufacturers with 
respect to the establishment of manufacturing operations in other 
countries. We operate in 30 countries in North and South America, 
Europe, Asia, and Africa. 

As further background for my testimony, I refer to experience 
which I acquired in "1951 as acting United States special representative 
in Europe, responsible for gener al supervision in Europe of Marshall 
plan operations, and in 1949-50 as Chief of the United States Eco- 
nomic Aid Mission to Greece. 

I shall confine my testimony to an examination of conditions which 
deter American private investment in the underdeveloped countries 
for local development purposes, and to presentation of a proposal for 
legislation intended to encourage investment for these purposes. My 
remarks apply in this framework only. 

It is the declared policy of the United States to assist the economic 
development of nonindustrial nations in South America, Asia, and 
Africa, whose people aspire to employ more effectively their labor 
and natural resources to escape from a terrible burden of poverty. 
Unless these peoples are able to obtain substantial capital and techni- 
‘al assistance from the United States, there is a grave danger that 
they will come under Soviet domination. 

The view is often expressed that American private capital will play 
an important role in the economic development of these nations, The 
President gave strong support to this view in his recent address at 
Seattle to the Conference of the Colombo Plan Nations. 

If United States private investment is to be regarded as a major 
instrument of our foreign policy, then it is essential that we make a 
realistic appraisal of its prospects for success and the consequences of 
failure. We shall deceive ourselves and our friends if we content 
ourselves with words which have a pleasant ring in American ears, 
while overlooking the hard obatacles and the practical measures 
needed to overcome them. 

United States private investment can play, I believe, a greater 
role in the development of underdeveloped nations than it does today, 
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but not without some new and special inducement which will attract 
capital to these areas. 

At this point, a distinction should be made between investment 
which develops native resources for the supply of materials and com- 
modities to industrial nations and investment directed to the develop- 
ment of resources for local or regional use. United States investment 
for the first purpose has, undoubtedly, benefited local populations, and 
has generally been employed in an enlightened manner, although it 
has been subject to much misunderstanding. It is investment for the 
second purpose, however, which is more likely to have a favorable 
political effect. 

Broadly, although not exactly, the distinction is between extractive 
and manufacturing industries. My examination and proposal are 
concerned with the latter. 

There is, of course, no fully satisfactory definition of underdevel- 
oped nations. For the purpose of this discussion, I include in this 
category all the nations of Asia except Japan, all of Africa exc ent the 
Union of South Africa, and most of the nations of Latin Americ: 

I would also include Greece and Turkey. Some of these are bor- 
derline cases. For reasons other than income level, the countries in 
the Soviet orbit are excluded from consideration, and there are some 
others which may be regarded as outside the range of United States 
private dev elopmental capital. 

When we exclude investment in the.extractive industries, the volume 
of United States private investment in the underdeveloped nations, 
apart from a few in Latin America, is very small, indeed. 

The risks of investment in these areas need no elaboration before 
a subcommittee. I will simply mention some of them, such as polit- 

sal instability, monetary and price instability, the risk that foreign 
seraeaiaaiaiat will be misunderstood and misrepresented, the risk that 
foreign exchange will not be consistently available for the import of 
essential materials, unsatisfactory tax policies, difficulties in the re- 
patriation of earnings, and ther isk of expropriation. 

To reduce these risks, impressive measures have been taken by the 
United State Gover nment, the International Bank for Reconstruction 
and Development, and the Tnternational Monetary Fund. There have 
been large-scale grants of aid, loans to stabilize currencies, loans for 
the development of transportation, utilities, agriculture, and basic in- 
dustries, a program of guaranties against inconvertibility, expro- 
priation, and war risks, and the negotiation of treaties to eliminate 
double taxation. 

Also, Public Law 480 has generated funds in local currencies which 
United States investors may borrow and repay in the same currency. 

The foregoing are indeed an impressive array of public supports 
and safeguards for private investment, but the results to date in the 
underdeveloped nations are anything but impressive. 

One useful yardstick for measuring the interest of United States 
investors in the poor countries is the number of applications to the 
Export-Import Bank for loans from Public Law 480 funds. Indian 
rupees from this source are equivalent to $74 million. Thus far, only 
one applicant has come forward for a loan to be used in India. 

There have been no applicants for loans in the currencies of Ceylon, 
Iceland, Korea, and Vietnam, and only 2 or 3 each with respect to the 
Philippines, Ecuador, Taiwan, and Pakistan. 
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It may be argued, correctly, that nations which seek outside capital 
can and should do more to make it welcome. But this is only a partial 
explanation of the present indifference of United States investors to 
these areas. It is my belief that if India, for example, were to enact 
laws as receptive to foreign capital as those of the Netherlands, the 
volume of American private investment in that country would not 
be greatly accelerated in the near future by such action alone. 

If creation of a favorable climate is a sufficient inducement, then 
why does not more American private capital flow to Greece? 

When I was chief of the Marshall plan mission to Greece 9 years 
ago, my colleagues and I urged the Greek Government to enact legis- 
lation hospitable to foreign capital, This was done. Any American 
corporation which chooses to establish a manufacturing plant in 
Greece today will find laws, customs, and conditions which it can 
live with satisfactorily. Basic economic conditions are good, as a 
result of massive United States economic aid and sound policies pur- 
sued by the Greek Government. 

For the past 5 years Greece has enjoyed monetary and price sta- 
bility. In the past 3 years there has been less inflation than in the 
United Sates. A growth in per capita real income has created a 
growing market for consumer goods as well as local savings available 
for participation in joint ventures with foreign investors. Although 
most raw materials must be imported and the population is under 9 
million, there are good opportunities for a wide range of small- and 
medium-size fabric cating and processing plants. 

In short, generally favorable economic and political conditions for 
foreign investment now exist in Greece. It is distinctly better, I 
believe, than may be found in any country of comparable population 
and stage of economic development. Nonetheless, the response of 
United States private capital, other than for mining enterprises, has 
been negligible. For a 4-year period ending last December 31, total 
United Sates equity investment, actual or “scheduled, as registered 
under the Goulk oreign investment law was approximately $11 
million. 

Ninety-five percent of this amount was in enterprises devoted to 
mining or oil exploration. United States private capital invested in 
other enterprises amounted to $639,000. 

In the same period, 5 New York banks approved working capital 
loans of about $3 million to purely Greek companies, and Swiss, 
German, Italian, and other European companies made or scheduled 
an investment of about $27 million in nonmining enterprises. These 
actions confirmed the existence of a generally favorable investment 
climate and at the same time underscored the lack of interest on the 
part of United States investors. 

Before optimism is generated with respect to United States private 
capital playing a decisive role in the development of the new nations 
in Asia and Africa, it would be well to ponder the record thus far in 
Greece. 

I suggest also that if inducements are to be found to stimulate the 
flow of private capital to those nations whose economic development 
is considered to be essential to our wn security, then we must under- 
stand more clearly what the obstacles are. 

In the first place, American investment capital lacks a powerful 
incentive to go abroad. Certainly there is no restless surge of capital 








406 PRIVATE FOREIGN INVESTMENT 


toward new frontiers of overseas development such as characterized 
the role of British capital in the 19th century. In our economy of 
high mass purchasing power, investors find profitable opportunities 
close at home. 

Secondy, when American manufacturers consider establishing an 
enterprise abroad they understandably prefer to do so in nations which 
have a good transportation system, an organized distribution network, 
supporting industries capable of supplyi ing materials and ¢ omponents, 
a local capital market, and familiar ways of doing business. 

Moreover, much of American investment in foreign manufacture is 
defensive in character, a means of maintaining an established position 
in markets which are increasingly difficult to reach through export, 
as in the case of Brazil and the new European Common Market. In 
the poorer nations we have not had an export trade to protect. For 
these and other reasons, the underdeveloped nations stand at the end 
of the line as areas of ¢ apital attraction. 

There is still another obstacle to American private investment in 
these nations which is widely overlooked. There has been a great 
deal of blithe talk about the wonders which American technology can 
perform in the nonindustrial areas of the world. The fact is that 
much of our technology, as applied in our own industries, is not ap- 
plicable to the underdeveloped nations at this stage of their history. 

Especially in our great corporations, which by virtue of their re- 
sources, experience, ¢ and personnel are best equipped to venture abroad, 
the production units which have evolved are too huge, too costly, and 
too highly automated to fit the needs of poor countries. 

Our technology, of course, is adaptable, but generally the cost of re- 
designing equipment and reorganizing manufacturing methods and 
processes has not seemed to be justified by the earnings which can be 
anticipated under present circumstances. 

So that my reasoning may be illustrated by a particular case, let 
us ask why has not American private capital been available for the 
development of cement manufacture in foreign countries, apart from a 
few instances in South America, as British « sapital was in an earlier 
day? 

No industry is more basic. Steady, expanding markets may be 
anticipated. Except for fuel, the raw materials, limestone, clay, and 
gypsum, are widely abundant. Transportation costs favor produe- 
tion for local markets. Here would seem to be an attractive field for 
investment. 

But American cement companies from which the investment and 
management might come enjoy an expanding market at home. The 
requirements for enlarged plant capacity to supply the new highway 
program and other needs absorb their accumulated free c apital. 

Our cement industry has evolved into very large production units. 
The minimum cost of a single kiln conventional ‘plant in the United 
States is about $10 million, or about $10 per barrel of annual capacity. 
Considering the risks which attend foreign investment, this sum is 
larger than American cement companies have thought would be pru- 
dent to put into a foreign operation. 

If the project is considered on a joint venture basis, it is difficult 
in a poor country without an organized capital market to mobilize 
from private sources the needed local capital for an undertaking of 
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this size. Small efficient cement plants are practical, as the Swiss have 
demonstrated, but American cement producers prefer to use familiar 
equipment and processes, and hence American cement machinery 
manufacturers have no strong incentive to design and produce equip- 
ment for small plants. 

Taken together, these factors have kept the capital of our cement 
industry mostly at home. There is little reason to expect a change 
unless some powerful new factor is introduced. 

How, then, does an underdeveloped country acquire a new cement 
plant? In many cases, the plant is not built. Or, it may be a govern- 
ment-owned plant, financed in part by a loan from the International 
Bank of Reconstruction and Development or from one of the United 
States Government economic aid agencies. Or perhaps, not far dis- 
tantly, such a plant may be Russian financed. 

Can the situation I have described be changed? The most hopeful 
prospect, I believe, is to be found in a special form of tax relief which 
would permit investors to retain a greater share of income derived 
from capital used for the general development of the poor nations. 

Specifically, my proposal is that the United States Government 
exempt from taxation for a period of 20 years all income earned from 
investment or from manufacturing licenses in eligible underdeveloped 
nations, provided that the investment or manufacturing license pro- 
motes the general economic development of such nations in accord- 
ance with criteria to be defined in the enabling legislation. 

I would exclude from the proposed tax relief income earned from 

capital invested in enterprises engaged in the primary production of 
petroleum, rubber, or minerals, or “production of agricultural com- 
modities for export. The limitation does not reflect an adverse atti- 
tude toward investment for these purposes but such investment does 
not in itself promote the general development of the nation in which 
it occurs, which is the purpose of this proposal. 

Moreover, a special inducement does not appear to be needed to draw 
-apital to the production of commodities traded in worldwide markets. 

My proposal is not inconsistent with proposals to permit tax defer- 
ment of all income earned abroad, which I also favor. It is a special 
supplementary measure intended to give preferred status to develop- 
mental capital invested in the poor countries. Without special treat- 
ment, it is not realistic to expect this type of investment to occur in 
sufficient volume to be significant. 

T have come to this proposal reluctantly since in principle there are 
admittedly many objections to special tax treatment. But then neither 
do I like in principle the indefinite continuance of grant aid. I sug- 
gest that the most common objections to exemption or reduction of 
taxes on foreign income are minimized in this proposal by focusing 
the exemption on income earned in particular countries on investment 
of a particular character, and also by limiting the exemption to a 
specific period of time. 

It is recognized that it is not a simple matter to designate the coun- 
tries in which investment would be eligible for the proposed tax relief, 
but the problem is not insurmountable. I would be inclined to in- 
clude all of South America in the eligible category but a case can be 
made for limiting application of the proposal to those nations whose 
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present per capita income is below a particular level, say $200 or $250 
per year. 

The effectiveness of the proposal will depend in part on the tax rates 
which prevail in the nations in which the investment may be made, and 
the response which such nations may make to the tax relief proposed 
here. 

If the tax rate applied by the foreign government on corporate 
income is low relatively to our own, say 20 percent, then the American 
investor would retain 80 percent instead of 48 percent of earnings. 

If the foreign tax rate is comparable to ours, and if such rate should 
be maintained, the proposed United States tax relief would have little 
immediate effect in stimulating new United States investment in that 
country. 

But the point to be borne in mind is that at present nations which 
seek United States private capital, and which have double taxation 
treaties with us, do not have a strong incentive to grant tax relief 
on the earnings ‘of foreign capital. Ifa treaty allowing tax credits 
is in effect, any tax which the foreign nation might forego would be 
collected by the United States Government. 

The proposed legislation would for the first time give the govern- 
ment of a nation which wishes to attract United States capital a prac- 
tical reason to use income-tax policy as an inducement. 

It is reasonable to believe that some of the underdeveloped coun- 
tries would recognize the significance of the American initiative and 
would in turn grant tax relief to foreign capital. Although the posi- 
tion of Puerto Rico is not truly comp: arable because of the special re- 
lationship it has to the United States, the attitude which Puerto Rico 
has shown toward foreign capital, and the benefits which it has de- 
rived, provide a hopeful example, 

A substantially greater retained income would be a strong induce- 
ment for the flow of United States private capital to the nations which 
need and seek our aid. More United States corporations, small as 
well as large, would engage in overseas manufacture. They would 
also have a ‘stronger incentive to ad: apt their technology to local needs. 

It would be sound public policy to encourage tec :hnic ally proficient 
small- and medium-sized United States companies to venture abroad. 
They could play an immensely valuable role in the underdeveloped 
nations in such industries as food processing, construction materials, 
chemicals, plastics, metal fabrication, electronics, and electrical goods. 

I believe that the proposal, if enacted, would set into motion forces 
which would move responsive nations from the end of the line as areas 
of capital attraction to a more favorable position. 

The time will be reached when American private capital plays a 
decisive role in the underdeveloped countries when at least some of 
the underdeveloped countries are competing for American private 

capital and when American companies are competing with each other 
for the opportunities to invest in those countries. 

Thank you, Mr. Chairman, 

Mr. Macurowicz. Thank you, Mr. Porter, for your contribution 
to these hearings. I wonder, Mr. Porter, whether you have any 
recommendations in terms of Government financi ing, that is, loans at 
easy terms, to provide senior capital for American enterprises that 
have relatively little funds to contribute. 
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Mr. Porter. I think there are some cases where the project will not 
go ahead except with public loans on easy terms. I certainly don’t 
wish to rule that out as an important contribution. I do Eilers, 
however, that a more critical look can be taken at some of the applica- 
tions that have been submitted, for example, to the Development Loan 
Fund. 

Looking back to my own experience in Greece, when we studied some 
of the projects that were submitted to us, I would believe that as was 
then the case it is also probably now the case, that many of these 
projects do not need all of the capital which is requested and that 
smaller plants more suitably designed to the present requirements of 
those countries would serve their purposes. 

Mr. Macurowicz. Thank you very much, Mr. Porter. I am sure 
your experience and suggestions will be very helpful to this committee. 

Our next witness is Mr. John C. van Eck, Jr., president of the In- 
ternational Investors, Inc. 


STATEMENT OF JOHN C. VAN ECK, JR., PRESIDENT OF THE INTER- 
NATIONAL INVESTORS, INC., NEW YORK CITY 


Mr. van Eck. Mr. Chairman and honorable members of the com- 
mitee, my name is John C. van Eck, Jr., and I am president of Inter- 
national Investors, Inc., a regulated investment company investing in 
diversified portfolio of foreign securities, with offices at 76 Beaver 
Street, New York City. I represent our shareholders. 

Mr. Chairman, may I have my prepared statement inserted in the 
record ? 

Mr. Macurowicz. Without objection, it will be included in the 
record. 

(The statement is as follows: ) 


STATEMENT OF JOHN C. VAN ECcK., JR., PRESIDENT, INTERNATIONAL INVESTORS, INC., 
New York, N. Y. 


I represent the shareholders of International Investors, Inc., a regulated open- 
end investment company investing in a diversified portfolio of foreign securi- 
ties. Our shareholders are supporting the United States Government’s for- 
eign economic policy by investing their private capital abroad through the 
fund. They contribute to economic development abroad by investing in for- 
eign private enterprise and thereby promote the economic strength of the free 
world. <A provision of the Internal Revenue Code of 1954 imposes a serious 
hardship on our present shareholders, and our distributor states it is an 
obstacle in its efforts to sell our shares to prospective shareholders. We re- 
spectfully wish to recommend a proposal which would alleviate this hardship 
and remove this obstacle to greater investment abroad. 


HARDSHIP IN TAX COMPUTATION 


International Investors, Inc., qualifies under section 853 of the code and thereby 
passes foreign taxes paid as foreign tax credits to our shareholders. If they 
wish to claim the benefits of the foreign tax credit under code section 901 
they must comply with the per-country limitation of code section 904 and sub- 
mit proof in accordance with code section 905 (b). The first hardship is the 
difficulty of understanding these provisions of the code, and the second is the 
extra work in taking all the required steps. A copy of the 1957 withholding 
statement is attached. Based on these figures our shareholders had to file 
five form 1116’s and take the following extra steps in order to calculate and 
support the entry in line 8 (a) on page 2 of their form 1040: 11 additions, 25 
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multiplications, 5 divisions, and 115 entries. These extra steps would have 
been more numerous if investments in additional countries had been made. 

We estimate that these extra steps made the preparation of our share- 
holders’ income tax returns from 3 to 4 times more difficult. Our average 
(median) shareholder owns approximately 100 shares. Assuming he is an 
average (median) regular account mutual fund shareholder as reported in 
the National Association of Investment Companies’ recent comprehensive study 
(average family income of $6,540 per annum), his 1957 foreign tax credit would 
have been approximately $3.11. We believe, however, that most of our share- 
holders are in a higher income bracket (average family income of say $10,000 per 
annum) than the average mutual fund shareholder and that their average 1957 
foreign tax credit would have approximated $3.65. It is our opinion that the 
extra steps required to calculate and support the foreign tax credit were such 
a hardship to most of our shareholders that they did not claim the tax credit 
to which they were entitled and thereby in effect were unfairly penalized. 


PROPOSAL 


Based on the principle of making the computation and preparation of indi- 
vidual tax returns as simple as possible, we propose that code section 904 be 
amended to provide that individuals be allowed full credit under code section 
901 of up to say $200 a year without the limitation of code section 904 and that 
sections 853 (c) and 905 (b) of the code be modified accordingly. 


COST TO UNITED STATES TREASURY 


If our average shareholder owning 100 shares had been allowed to claim the 
foreign tax credit in full as proposed, his 1957 foreign tax credit would have 
been $5.72 and the loss to the Treasury would have approximated $2.07 per 
shareholder. Offsetting this loss would be the time saved in examining the re- 
turns containing the calculations required under code section 904. 

If Congress adopts our proposal and if other developments occur which we 
anticipate, we believe that American private foreign portfolio investment will 
grow to substantial amounts. The extent to which such investment would enable 
governmental foreign aid expenditures to be reduced and the resulting overall 
savings or cost to the Treasury cannot be estimated. In our opinion such action 
will encourage a greater mobilization of American private enterprise and capital 
into cooperation with economic organizations abroad thus raising productivity 
and increasing the economic unity of the free world. 


INTERNATIONAL INVESTORS, INC., 
New York, N. Y., January 24, 1958. 
To Our Stockholders: 


WITHHOLDING STATEMENT—INFORMATION FOR 1957 UNITED States INCOME Tax 
RETURN 


In accordance with section 853 of the United States Internal Revenue Code 
you must include your proportionate share of foreign taxes withheld together 
with cash dividends received by you from the company in reporting your gross 
income for. Federal tax purposes. You may, if you itemize deductions in your 
return, take the foreign taxes withheld as a deduction from gross income in 
computing your taxable income, or you may treat them as a credit against (sub- 
tract them from) your United States income tax. The latter alternative will 
normally be more favorable to you. However, due to section 904 of the code, 
there may be a limitation on the amount of the tax credit you can claim; and, 
under present regulations, separate form 1116’s must be submitted for each 
country with your return. 

Summarized below are percentage figures which must be multiplied times 
the cash dividends you received to obtain the dollar amounts to be reported in 
your 1957 tax return. These figures also show the portion of foreign taxes paid 
to each country and gross income derived from sources within such country 


applicable to the ordinary dividends and capital gain distribution paid during 


1957. 
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[In percent] 





Percentage of ordinary dividends paid 


June 1, 1957 (5 cents a | Capital 
share); Sept. 1, 1957 | gain dis- 
| Mar, 1, 1957 (4.5 cents | (5 cents a share); | tribution 


























Country | a share) | Dee. 1, 1957 (13.5 | paid Mar. 
cents a share) 1, 1957 (5.5 
cents a 
Sed eae ae eee share) 
| 
Foreign | Gross in- Foreign | Gross in- 
taxes paid | come taxes paid come 
onan tien - — — — = oo = - = on — — 
Ordinary dividends and capital gain dis- 
tribution not subject to 4 percent credit | 
and $50 exclusion: | 
Canada widnesid wie nal eae axe | 3.04 20. 89 | 3. 56 Bt. GD lecccteccdids 
CNG ie i iis ndcdcnccteaes ean 1. 89 | 24. 92 | 3. 54 17. 08 68. 66 
South A frica.._...-...-- sik dicate .16 1.77 .23 i ie-a~cebembed 
Switzerland biwnde Wisi. | 10 | . 58 . 08 5 I ce Banna’ eeliclihaniose 
ei tet BO IORGOUR q 5 56 6 pds a= ener adnel 13. 48 | 33. 47 | 13. 34 34. 59 20. 35 
United States and other_......--.----- ‘ WUE Tatecatason al 36. 13 10. 99 
|——______|—__— —_— ——| —_—|——_ 
| ; 18.67 | (a) 110.75 | 20.75 | (b) 112.33 (e) 100. 00 
Ordinary dividends subject to 4 percent | | 
credit and $50 exclusion: United States_.._).........--- a) ae ae Oy Bes 
Total......--------------------------| () 18.67} 118.67 | (g) 20.75 | 120.75 100. 00 
| 1 | 
INSTRUCTIONS 


Income 

Report total of (a) (110.75 percent times the ordinary dividend received Mar. 1, 1957) 
plus (b) (112.33 percent times the ordinary dividends received June 1, Sept. 1, and Dee. 1, 
1957) on line 5, schedule A, form 1040. 

Report total of (c) (7.92 percent times the ordinary dividend received Mar. 1, 1957) plus 
(ad) (8.42 pereent times the ordinary dividends received June 1, Sept. 1, and Dee. 1, 1957), 
on line 1, schedule A, form 1040, 

Report (e) (100 percent of the capital gain distribution received Mar. 1, 1957) on line 5, 
schedule D, form 1040. 

Foreign taxes paid 

Deduction.—You may deduct the total of (f) (18.67 percent times the ordinary dividend 
received Mar. 1, 1957) plus (g) (20.75 percent times the ordinary dividends received June 1, 
Sept. 1, and Dee. 1, 1957) from adjusted gross income by reporting it in taxes under “‘Item- 
ized deductions,” p. 2, form 1040, or 

Tax credit.—Submit a separate form 1116 for each country above (except the United 
States) and enter the foreign taxes paid and the gross income plus % of the capital gain* 
on lines 17 and 18 respectively, of each form 1116. For instance, on form 1116 for Ger- 
many, enter the total of 1.89 percent times the ordinary dividend received Mar. 1, 1957, 
plus 3.54 percent times the ordinary dividends received June 1, Sept. 1, and Dec. 1, 1957, on 
line 17, and enter the total of 24.92 percent times the ordinary dividend received Mar. 1, 
1957, plus 17.08 percent times the ordinary dividends received June 1, Sept. 1, and Dee. 1, 
1957, plus 34.33 perecent* (1% of 68.66 percent) of the capital gain distribution received 
Mar. 1, 1957, on line 18. Report on line 8 (a) under “Tax computation,” p, 2, form 1040, 
the sum of the credits as computed on line 27 of each form 1116. 


*If you have a capital loss offsetting the capital gain distribution, use full amount of 
capital gain distribution (68.66 percent instead of 34.33 percent). 


This statement should be retained as evidence of payment if a deduction is 
made from gross income. A duplicate is enclosed for submission with form 
1116 if a tax credit is claimed. 

Respectfully yours, 
JOHN ©. VAN Eck, Jr., President. 

Mr. van Ecr. You will note that my statement summarizes the 
serious hardship faced by our shareholders in preparing their in- 
come-tax returns. If they wished and were entitled to claim the for- 
elgn-tax credit under section 901 of the Internal Revenue Code in 
their 1957 return due to the per-country limitation of section 904, 
they would have had to file five forms 1116 and take the following 
extra steps in order to calculate and support the entry in line A, on 
page 2, of their form 1040. , 

Eleven additions, 25 multiplications, 5 divisions, and 115 entries 
would have to be made. 
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We estimate that, in order to understand the provisions of the 
law and take the extra steps, preparation of our shareholders’ income- 
tax returns was made from 3 to 4 times more difficult. 

Mr. Chairman, please look at our funds 1957 withholding statement 
attached to my prepared statement. Can you now visualize the work 
involved for our average shareholder to claim a foreign-tax credit of 
approximately $3.65 when all the Treasury saves is, perhaps, $2.07 on 
account of the per-country limitation 

In our opinion, the extra work involved to calculate and support 
the foreign-tax credit was such a hardship to most of our share- 
holders that they did not claim the foreign-tax credit to which they 
were entitled and thereby, in effect, were unfairly penalized. We 

uestion whether Congress intended the Treasury to make a few 
ollars this way. 

Mr. Chairman, does it seem equitable, or good tax law, to grant 
individual taxpayers a benefit which is made so difficult to claim that 
it is meaningless except for the very high income taxpayer ? 

As a solution, you will note we propose that code section 904 be 
amended to provide that individuals be allowed full credit under 
code section 901 of up to, say, $200 a year without the limitation of 
code section 904. Our proposal, which was suggested at the general 
revenue revision hearings before the Committee on Ways and Means 
on January 20, 1958, would greatly alleviate our shareholders’ hard- 
ship. 

We believe that, if our proposal is adopted, our notice to share- 
holders under code section 853 (c) could be made the proof of credit 
under code section 905 (b), and that it could contain one percentage 
figure which the shareholder could multiply times the dividends he 
received in order to obtain the figure to claim as his foreign-tax credit. 

We beg that, in the consideration of our proposal, the principle of 
making individual income-tax returns as simple as possible be made 
the basis for an exception to the complex principle of the per-country 
limitation of the foreign-tax credit. Although foreign portfolio 
investment is relatively small at the present time, we believe that 
adoption of our proposal will encourage Por effort and action 
by other groups in a position to promote American private portfolio 
investment overseas. 

It will also give some smal] relief to the lower income investor 
whose tax credit is progressively limited by the per-country limita- 
tion as his income decreases. We respectfully urge that priority be 
given to removing all ere on American taxpayers who volun- 
tarily invest abroad, thus complying with the administration’s foreign 
economic policy, and to removing all obstacles to voluntary additional 
investment abroad at whatever minor cost to the Treasury before 
American taxpayers’ money be further invested or spent abroad 
through various Federal economic programs. 

May we suggest that foreign portfolio investment is no more passive 
or less productive than foreign direct investment. Both supply dollar 
capital to the country concerned. The former is employed by the 
local entrepreneur or government; the latter is, of course, controlled 
by the American businessman. In our opinion, both types of foreign 
investment have their own active parts to play in increasing free- 
world productivity. 





PRIVATE FOREIGN INVESTMENT 413 


I, personally, have gone to great expense and have spent much time 
to organize and promote International Investors, Inc. It was quali- 
fied under the special provisions of code section 853; not under the, 
laws of another country so that United States income taxes could be 
avoided. We are requesting the removal of complex and discrimina- 
tory legislation; not the granting of special incentives over domestic 
portfolio investment. We surely hope we may count on a construc- 
tive administration recommendation and favorable congressional ac- 
tion to support our proposal and remove a serious obstacle in our 
efforts to promote private foreign portfolio investment. 

Thank you very much. 

Mr. Macurowicz. Mr. van Eck, as I understand your proposal, it 
is that the individual investor be given overall tax-credit treatment 
on his foreign investment income, rather than the per-country limita- 
tion treatment, as has been proposed for the corporations; is that 
right ? 

Mr. van Eck. Could you repeat that statement, sir? 

Mr. Macnrowicz. You favor the overall limitation rather than the 
per-country limitation on tax credits? 

Mr. van Ecx. No, sir; I was requesting an exception be made with- 
out any limitation up to a small amount. Any limitation requires a 
great deal of work on the part of our shareholders. It acts as a deter- 
rent as compared with domestic portfolio investment. There are very 
small amounts involved, and we think that the small loss to the Treas- 
ury would be offset by increased investment abroad. 

Mr. Macnrowricz. Thank you. 

Mr. vAN Eck. We would, of course, welcome the overall limitation 
in preference to the per-country limitation. 

Mr. Macurowicz. Thank you very much. 

Our next witness is Mr. Leonard Silverstein, of Washington, D. C. 


STATEMENT OF LEONARD L. SILVERSTEIN, ATTORNEY, OF 
WASHINGTON, D. C. 


Mr. Sitverstern. My name is Leonard L. Silverstein. I am an 
attorney of Washington, D. C., and I appear before your committee 
to call attention to a problem of tax administration. Unless this 
problem is promptly and equitably corrected, it can constitute a very 
definite adverse factor in the climate of international tax relations. 

The matter to which I refer involves investments made in the United 
States by foreign corporations which are not engaged in business in 
this country and which have few, or even no, United States share- 
holders. Under these circumstances, the foreign corporations’ only 
United States tax responsibility arises from its fixed or periodic in- 
come—dividends, interest, rents, and the like—from United States 
sources. 

The tax on this income is set at a flat percentage of 30 percent by 
the code, or else by treaty. It is normally satisfied at the source by 
withholding and, because of the withholding factor, no tax returns 
have been required to be filed by the corporation. In fact, no tax- 
return forms have been prepared by the Internal Revenue Service. 

Within recent months, a drastic retroactive change in Treasury 
policy—based on an apparent technical oversight in drafting the 
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1954 code—has been announced. By regulation, promulgated in 1958 
but effective for the calendar year 1954 and later, foreign corporations 
-which filed no returns lose their right to all code deductions includ- 
ing the special personal holding company’s adjustments to taxable 
income and the deduction for dividends paid to shareholders. 

As a result, retroactive United States personal holding company 
tax liability is sought to be imposed exceeding total United States 
gross income. 

As an example, assume that the only income of a foreign corpo- 
ration for 1954 was $100,000 in dividends from United States corpo- 
rations. Assume further that tax of $30,000 was paid by withholding 
in 1954 and that the remaining $70,000 was distributed to sh: areholders, 
none of whom were United States citizens or residents in that year. 
Under the new regulations, the entire $100,000 becomes subject to 
personal holding company tax of almost $85,000, which, when added 
to the withholding tax li: ability, produces a possible tax of approxi- 
mately 115 percent tof gross income. 

In those instances where the United States has entered into tax 
treaties, it is often made expressly clear that non-United States share- 
holders are not subject to any United States tax on dividends paid 
by corporations of the treaty countries. In effect, the Treasury regu- 
lations can be deemed to constitute unilateral abrogation of the treaty 
covenants. 

Foreign corporations can hardly be expected to be aware of the 
intricacies of the United States personal holding company tax. It 
is therefore extremely unfair to impose a confiscatory tax upon them 
where there is no real basis for the imposition of the tax except the 
technical failure to file a return. If the United States so treats non- 
resident corporations, it may well expect retaliatory action from 
foreign corporations toward United States residents and citizens. 
Moreov er, countries with whom we are endeavoring to negotiate trea- 
ties may determine to terminate such negotiation. 

This entire matter has been brought to the Treasury’s attention. 
While there are informal indications that the full i impact of the change 
in position has not been demonstrated, it is earnestly urged that this 
committee take whatever steps it deems appropriate to recommend 
prompt elimination of this potential barrier to favorable international 
tax relations. 

Vith leave of your committee, a memorandum setting forth the 
problem in detail will be filed for the record. 

Thank you for this opportunity to appear. 

Mr. Macnrowicz. The memorandum may be made a part of the 
record. 

(The memorandum is as follows :) 


MEMORANDUM RE OBLIGATION OF FOREIGN CORPORATION WHICH IS A PERSONAL 
HoLpInG Company To Fite A UNITED States INcCOME-TAX RETURN 


A foreign corporation, not engaged in trade or business in the United States, 
deriving income from sources within the United States, and which is a personal 
holding company, is subject to a personal holding company tax, even though 
its income tax liability is completely satisfied by withholding at the source. 
The personal holding company tax is imposed upon the undistributed personal 
holding company income at the rate of 85 percent (except the first $2,000 thereof 
is taxed at the rate of 75 percent) (sec. 541, I. R. C. 1954). Ordinarily a per- 
sonal holding company, in the computation of its undistributed personal holding 
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company income is entitled to deduct from its taxable income the amount of 
dividends which it pays to its stockholders (see secs. 545 and 561, I. R. C. 1954). 
The purpose of this memorandum is to consider whether under the 1954 Code 
and the regulations thereunder, a foreign corporation loses its right to the 
dividends-paid deduction if it fails to file United States income tax returns 
(forms 1120NB and 1120PH). 

Under the Internal Revenue Code of 1939, it was clear that the deduction for 
dividends paid was not lost by the failure to file a personal holding company 
tax return. Under the 1939 Code the income tax and the personal holding com- 
pany tax were separate taxes, imposed respectively by chapters 1 and 2 of 
the 1939 Code. A separate return had to be filed with respect to each tax. 
As far as pertinent section 39.505-1 of regulations 118 provided as follows: 

‘* * * In the case of a foreign corporation, whether resident or nonresident, 
which files or causes a return to be filed, the ‘subchapter A net income’ means 
the net income from sources within the United States (gross income from sources 
within the United States as defined in section 119 and the regulations thereunder 
less statutory deductions) subject to the qualifications, limitations, and excep- 
tions provided in section 505. In the case of a foreign corporation, whether 
resident or nonresident, which files no return the ‘subchapter A net income’ means 
the gross income from sources within the United States as defined in section 119 
and the regulations thereunder less the deductions enumerated in section 505 (a) 
but without the benefit of any deductions under chapter 1 (see section 233).” 

The above regulations, to the extent that it disallowed the ordinary deductions 
where no return was filed, was based upon section 233 of the code which provided 
as follows: 

“SEC, 233. ALLOWANCE OF DEDUCTIONS AND CREDITS. 

“A foreign corporation shall receive the benefit of the deductions and credits 
allowed to it in this chapter only by filing or causing to be filed with the collector 
a true and accurate return of its total income received from all sources in the 
United States, in the manner prescribed in this chapter; including therein all the 
information which the Commissioner may deem necessary for the calculation of 
such deductions and credits.” 

Inasmuch as section 253 was a part of chapter 1 of the 1939 Code (income 
taxes) the Commissioner correctly held that section 233 prohibited a foreign 
corporation not filing a return from claiming the ordinary deductions allowed 
by chapter 1, but that it in no way limited such a corporation’s right to claim the 
deductions and credits allowed by chapter 2, with respect to the computation of 
undistributed personal holding company income. 

Accordingly, under the 1989 Code, a foreign corporation (which was a personal 
holding company) not engaged in trade or business in the United States and 
whose income-tax liability was fully satisfied at the source’ was under no 
obligation to file any United States income-tax returns, provided that it dis- 
tributed all its income to its stockholders. 

As hereinafter indicated, the reports of the Ways and Means Committee and 
the Senate Finance Committee demonstrate that Congress, in adopting the 1954 
Code, did not intend to change the foregoing rule. However, the 1954 Code 
combines the income tax and the personal holding company tax under a single 
subtitle, namely, subtitle A. The requirement of filing a separate personal 
holding company tax return is eliminated. Such return is now merely a sched- 
ule (1120PH) to the income-tax return. 

Section 882, subsection (c) of the 1954 Code provides as follows: 

“(c¢) ALLOWANCE OF DEDUCTIONS AND CREDITS.— 

(1) DEDUCTIONS ALLOWED ONLY IF RETURN FILED.—A foreign corporation 
shall receive the benefit of the deductions allowed to it in this subtitle only 
by filing or causing to be filed with the Secretary or his delegate a true and 
accurate return of its total income received from all sources in the United 
States, in the manner prescribed in subtitle F, including therein all the 
information which the Secretary or his delegate may deem necessary for 
the calculation of such deductions.” 

While literally construed section 882 (c) might seem to disallow the dividends 
paid deduction, since section 545, which allows such deduction, is a part of sub- 
title A, it seems clear that Congress never intended to alter the contrary rule of 
the 1939 Code. 





1Sec, 39.235-2 (a) of regulations 118 relieved a foreign corporation from filing an 
income-tax return (form 1120NB) if its tax liability was fully satisfied by withholding at 
the source. 
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The reports of the Senate Finance Committee contains the following state- 
ments (p. 417) : 


“Section 882. Tax on resident foreign corporations 

“Subsection (c), relating to necessity for filing returns by foreign corporations 
in order to secure allowance of deductions is, in substance, identical with sec- 
tions 232, 233, and 234, 1939 Code.” 

The report also states (p. 320) : 


“Section 545. Undistributed personal holding company income 


“This section is substantially the same as section 545 of the House bill. Tech- 
nical amendments are noted below. 

“Subsection (a) defines ‘undistributed personal holding company income,’ 
i. e., the amount which is subject to the personal holding company tax, and basic- 
ally is a combination of the adjustments required in computing ‘subchapter A 
net income’ and ‘undistributed subchapter A net income’ of the present law. 
The undistributed personal holding company income is the taxable income of the 
corporation after applying the adjustments provided in subsection (b) minus 
the dividends paid deduction as defined in section 561.” 

The reports of the House Ways and Means Committee contain identical state- 
ments. 

After the enactment of the Internal Revenue Code of 1954, the Treasury 
Department continued for the calendar years 1954, 1955, 1956, and 1957 to 
print form 1120NB containing instructions that “If the tax liability of a non- 
resident foreign corporation is fully satisfied at the source, a return of income is 
not required.” These forms further provided that “income upon which the tax 
has been fully withheld at the source should not be reported in this return.” 

Accordingly, foreign corporations whose income-tax liability was fully satis- 
fied by withholding at the source, and who were not liable for personal holding 
company tax because they distributed all of their income to their stockholders 
were fully justified during the years 1954 to 1957, inclusive, in not filing any 
United States income-tax returns. In the absence of a regulation or some other 
warning from the Treasury pointing out that the right to the dividends paid 
deduction would be forfeited for failure to file a return, such foreign corporations 
cannot be charged with any culpable neglect for failing to realize that section 
882 (c) might have changed the well-established rule under the 1939 Code that 
the right to have the dividends paid deduction was not dependent upon the filing 
of a return. Their failure to file such returns during these years was amply 
justified by the statements, quoted above, in the reports of the Ways and Means 
and Finance Committees. 

It was only on September 9, 1958, that the Treasury Department, by T. D. 6308 
issued final regulations wherein it claimed the rule is otherwise. This Treasury 
decision, which promulgated the personal holding company regulations provides, 
as far as pertinent, as follows: 


“$1.545-1 Definition. — 


“(b) For purposes of the imposition of the personal holding company tax on @ 
foreign corporation, resident or nonresident, which files or causes to be filed a 
return, the undistributed personal holding company income shall be computed 
on the basis of the taxable income from sources within the United States, and 
such income shall be adjusted in accordance with the principles of section 545 (b) 
and § 1.545-2. For purposes of the imposition of such tax on a foreign corpora- 
tion, resident or nonresident, which files no return, the undistributed personal 
holding company income shall be computed on the basis of the gross income 
from sources within the United States without allowance of any deductions.” 
[Italic added. ] 


Although this regulation was not published until September 9, 1958, it is 
effective for the calendar year 1954 and all subsequent years. It is respectfully 
submitted that, even apart from the clear injustice involved in the retroactive 
effect of section 1.545-1 (b) of the regulations, the new regulation is most 
unfair to foreign corporations and particularly to foreign corporations operating 
in countries having treaty relations with the United States, and practically all 
of whose stockholders are residents of such foreign countries. For example, the 
income-tax convention between the United States and the Netherlands provides 
that the maximum rate of tax on dividends paid to a nonresident corporation 
‘organized in the Netherlands is 15 percent (art. VII) and it further provides 
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that dividends paid by a Netherlands corporation shall be exempt from. United 
States tax where the recipient is not a citizen, resident.or corporation of the 
United States (art. XII). Under these circumstances, it would hardly seem 
that the United States has any legitimate purpose in compelling a Netherlands 
corporation all of whose stockholders are nonresidents of the United States, to 
distribute all of its income to its stockholders, inasmuch as the United States 
derives no tax on such dividends. By imposing a tax under such circumstances, 
it seems that the United States is overstepping the bonds of fair dealing in its 
international relations. This is particularly true in the numerous situations 
where the foreign corporation, in its ignorance of the United States tax laws, 
assumes that its tax obligations te the United States were fully satisfied by with- 
holding at the source. 

While there is little if any justification for the United States to impose the 
personal holding company tax in the situation just discussed upon a Netherlands 
corporation which does not distribute its income as dividends to stockholders, it 
is completely indefensible to hold that a Netherlands corporation which complies 
with the unjust requirements of the United States tax laws by distributing all 
of its personal holding company income to its nonresident stockholders as divi- 
dends, is nevertheless subject to the confiscatory tax on its gross personal holding 
company income, undiminished by any deductions (including a deduction for 
the dividends which it paid) if it fails to file the United States income-tax re- 
turn with schedule 1120PH attached. If the United States actually intends to 
endeavor to collect the tax under such circumstances, foreign countries having 
tax treaties with the United States may consider such action as unilateral abro- 
gation of their tax conventions. Thus the efforts taken by the United States 
to encourage international transactions will be seriously jeopardized, if not wholly 
destroyed. Moreover, it would be difficult to blame the foreign countries if their 
tax authorities should take retaliatory actions against United States citizens. 

If the United States has any legitimate interest in compelling foreign 
corporations to distribute their income from United States sources as dividends, 
even though it will derive no taxes from such dividends by virtue of the appli- 
cation of treaty provisions, it would seem that the mere provision that the 
failure to distribute such dividends will result in the imposition of the personal 
holding company tax, is amply sufficient to accomplish such a purpose, without 
imposing upon such corporations the further burden and expense of filing forms 
1120NB, and 1120PH. In fact this additional requirement will, in most cases 
only impose a further unnecessary burden upon those corporations which comply 
with the mandate that they distribute their personal holding company income 
as dividends, and will not effectively reach the foreign corporations who do not 
make such distributions. The latter corporations if they are aware of the 
United States tax laws, will know that they have already become subjected to 
the confiscatory personal holding company tax as a result of their failure to 
make the distributions, and accordingly they will be very reluctant to notify the 
United States of their liability for this tax by filing the required returns. The 
net result of the additional requirement, therefore, will be that corporations com- 
plying with the requirement that personal holding income must be distributed as 
dividends will be subjected to the additional burden of filing returns, while 
corporations not complying with this requirement will not even file returns. 

If the Treasury decides not to amend section 1.545-1 (b) of the regulations 
so as to conform with the provisions of section 39.505-1 of regulations 118, 
quoted above, it should in any event, modify section 1.545-1 (b) so as to make 
it effective only for taxable years beginning on and after January 1, 1958, 
There can be no justification in holding that foreign corporations which dis- 
tributed all their personal holding company income as dividends during the 
years 1954-57, inclusive, but failed to file United States tax returns during a 
time when there was no regulation indicating the drastic consequences of said 
failure, should be subjected to an 85-percent tax when in reality no tax whatsoever 
is due. Modifying the regulation so as to eliminate its retroactive features will 
be of no benefit to the corporations who have not complied with the requirement 
that they distribute their personal holding company income as dividends, but 
will benefit only those corporations which have complied with the law. 

The Secretary of the Treasury has authority to exempt foreign corporations 
from the requirement of filing returns. Thus, section 6012 (a) of the 1954 
Code, as far as pertinent provides as follows: 
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“SEC. 6012. PERSONS REQUIRED TO MAKE RETURNS OF INCOME. 


“(a) GENERAL RuLeE.—Returns with respect to income taxes under subtitle A 
shall be made by the following: 


* ea * oa * oF * 
“(2) Every corporation subject to taxation under subtitle A ; 
a + * * * + + 


“except that subject to such conditions, limitations, and exceptions and 
under such regulations as may be prescribed by the Secretary or his dele- 
gate, * * * foreign corporations subject to the tax imposed by section 881 
may be exempted from the requirement of making returns under this sec- 
tion.” 

It has always been the policy of the Treasury to act prospectively and not 
retroactively when making a drastic change from prior procedure. A recent 
example of this policy is contained in proposed regulation 1.6012-2 (g) (1) 
issued on September 19, 1958, reading as far as pertinent as follows: 

“(g) RETURNS BY FoREIGN CORPORATIONS.— 

**(1) NONRESIDENT FOREIGN CORPORATIONS.— 

“(i) TAXABLE YEARS BEGINNING ON OR AFTER JANUARY 1, 1958.—F or tax- 
able years beginning on or after January 1, 1958, every nonresident 
foreign corporation shall make or have made a return on Form 1120NB 
of all its income described in § 1.881-2, including such income upon 
which the tax is limited by tax convention, whether or not the tax has 
been fully satisfied at the source upon all or a portion thereof. 

“(ii) TAXABLE YEARS BEGINNING BEFORE JANUARY 1, 1958.—(a) Return 
not required. For taxable years beginning before January 1, 1958, a 
non-resident foreign corporation is not required to make a return of 
income if the tax liability of the corporation is fully satisfied at the 
source. 

“(b) Return required. For taxable years beginning before January 
1, 1958, a nonresident foreign corporation shall make or have made a 
return on Form 1120NB with respect to that portion of its income 
described in § 1.881-2 upon which the tax has not been fully satisfied 
at the source, including such income upon which the tax is limited by 
tax convention.” 

It is further respectfully submitted that the proposed regulation under section 
6012 (g) to the extent that it requires the filing of returns by nonresident cor- 
porations whose tax liability is fully satisfied at the source is also objectionable, 
since it imposes an administrative burden on such corporations without pro- 
ducing any more taxes for the United States. The significant factor, however, 
is that the Treasury in proposing this drastic change from prior procedure, has 
acted prospectively and not retroactively. 


Mr. Macurowicz. You are raising a problem different from the 
other witnesses. Isn’t this a problem that can to a great extent be 
taken care of by treaties ? 

Mr. Sitverstern. Well, more properly either by amendment to the 
statute or preferably by amendment to the regulations, but it can be 
of reciprocal effect if the foreign governments as they have already 
become aware of the fact that the Treasury is seeking to tax invest- 
ments made by nationals of their country. 

They may seek to put impediments on our investments abroad. I 
am informed that certain governments are already concerned and 
have made representations before the Treasury on this. 

Mr. Macnrowicz. Do you have knowledge of any countries which 
have taken notice of this fact ? 

Mr. Sryverstein. Yes, sir. 

Mr. Macurowicz. Which countries? 

Mr. Stiverstern. The Netherlands. 

Mr. Macurowicz. Thank you very much, Mr, Silverstein. 

Our next witness is Mr. Bronson Trevor of the American Coalition 
of Patriotic Societies. 

Mr. Trevor. 
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STATEMENT OF BRONSON TREVOR, OF THE AMERICAN COALITION 
OF PATRIOTIC SOCIETIES, WASHINGTON, D. C. 


Mr. Trevor. My name is Bronson Trevor and I represent the Ameri- 
can Coalition of Patriotic Societies. 

A policy of promoting indiscriminate American private investment 
abroad is calculated to create unemployment at home. More and more 
the production of American-owned foreign plants is not only replac- 
ing American exports but is also invading the domestic market. This 
trend became evident after World War IT. On February 26, 1949, 
the New York Herald Tribune reported that Michael A. Jimenez, 
international representative of the United Electrical Radio and Ma- 
chine Workers of America, said that Remington Rand, Inc., had 
either shut down or cut back employment at plants in Syracuse, Ilion, 
Elmira, Tonawanda, and North Tonawanda, N. Y., and in Middle- 
town, Conn., and transferred operations to Hillington, Scotland; Wey- 
bridge, England ; Calcutta, India; and Hamilton, Ontario. To quote 
the New York Herald Tribune: 


Mr. Jimenez said the Remington Rand situation was only one phase of a 
situation which he said had seen the Burroughs Adding Machine Co. expanding 
in Scotland; E. W. Bliss Co., shutting down tool work in Brooklyn while ex- 
panding in France; Apex Electrical Products, Inc., laying off Midwestern em- 
ployees and expanding in Great Britain and Easy Washer Corp., discharging 
workers in Syracuse when General Electric Corp., for which it was making 
fluorescent lighting parts, opened a plant in South Africa. 

Mr. Jimenez said that labor was cheaper in foreign plants. 


That this effect of foreign investment by American companies is 
continuing is indicated by U. S. News & World Report of May 18, 
1956, which said: 


New Trend: European subsidiaries of American firms are sending their prod- 
ucts in the United States. Their lower costs of manufacture make this advan- 
tageous. 


A similar report from Business Week, February 4, 1956, discussing 
imports of products from American-owned manufacturing plants in 
Western Europe says: 

The advantage to the American manufacturer, in importing these products 
is obvious: Lower costs due to Western Europe’s lower wage scale. Still, there 
is no doubt that there has been a major shift in thinking by several large corpora- 
tions with overseas manufacturing operations. There is a growing tendency to 


stop thinking in United States export terms and to think in terms of world 
trade. 


That’s why a United States home office now often looks at a European plant 
as a supplier to markets all over the world, sometimes in competition with 
American exports. It’s only one step further to think about the plant as a sup- 
plier to the United States domestic market itself. 

The effect of American private investment in Britain is described 
by U.S. News & World Report of July 11, 1958, as follows: 

Around 12 percent of Britain’s export earnings come from these United States 
financed manufacturers. Dollar goods produced inside Britain cut import needs, 
save scarce foreign exchange. 

With figures obtained from the Balance of Payments Statistical 
Supplement prepared by the Office of Business Economics of the 
United States Department of Commerce, it is possible to calculate 
the increasing concentration of American direct investment abroad in 
areas potentially competitive with American industry. 








420 PRIVATE FOREIGN INVESTMENT 


In 1929 the fields of public utilities, transportation, and communica- 
tion, which by their nature are less competitive with American indus- 
try and are sources of substantial foreign exchange credits, were 
where 21 percent of our direct investments abroad were located. 

By 1956, this percentage had declined to 8 percent. Meanwhile our 
concentration in manufacturing abroad where production either ob- 
literates our exports, thereby depriving us of foreign exchange credits, 
or as imports creates an actual dollar drain, during the same period, 
had increased from 24 percent of our direct investments to 32 percent. 

In this connection we should not forget that an obvious stimulus to 
our concentration in manufacturing abroad is that goods can be pro- 
duced in American-owned plants outside of the United States under 
conditions which would violate our wage-hour laws if maintained in a 
domestic plant, and yet if imported into the United States these 

oods can enter interstate commerce without violating the Fair Labor 

tandards Act. It would seem to be unnecessary and unwise to tax 
profits obtained from such investments at a rate lower than that ap- 
plicable to companies employing American citizens at wages conform- 
ing to our Government standards. 

The policy of our Government and the United Nations is to en- 
courage foreign countries to create domestic, or at least nondollar, 
sources of products now imported from the United States. The Eco- 
nomic Cooperation Administration was active in this regard as the 
following quotations will show: 

“ECA dollars build the factories that may whittle United States 
sales” headlines the Wall Street Journal of November 21, 1950. On 
June 20, 1949, the same paper reported : 

ECA reveals plan to finance new steel plant in France. Mill would put 
France in export market. 

On June 21, 1950, the Wall Street Journal reported: “ECA experts 
groom Turkey to help supp! y West Europe’s grain.” 

An interesting example of the ECA attitude toward American in- 
dustry is revealed in Business Week for April 16, 1949, which said: 

Other manufacturers are mad at ECA for urging foreigners to buy anywhere 
but in the United States if possible. (This is a cardinal principle of the Mar- 
shall plan—to cut back dollar buying and stimulate intra-European trade.) <A 
Worcester machine tool man sums up the feelings of many of his disillusioned 
colleagues: “We were hopeful ECA would be of great benefit. But now we 
find they are urging France, for instance, to buy tools in England.” 

Business Week of February 21, 1953, carried the following head- 
line about a United Nations report: 

U. N.’s Advice to the Latin American Businessman: Push Trade With Europe 
and Buy Less From the United States. 

Not only does our country direct American investments abroad so 
as to destroy our export trade but foreign nations restrict our invest- 
ments to such as will reduce dollar imports. The Wall Street Journal 
for September 16, 1948, reports that in regard to Africa: 

In some colonies, for example, Americans have been advised they can invest 
only in the nonbasic industries. The British reserve to their own nationals the 
right to develop communications, power, basic minerals, transportation and 


other basic industries. 
Other Americans have found this discrimination against American investors 


running throughout Europe. Many profitable industries are “reserved” for 
European nationals. 
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Not only in new investments is this discrimination the case but it is 
so even in the case of stocks traded in London security markets. The 
New York World-Telegram of July 6, 1948, reported the following: 

The British Government through the Bank of England has thwarted an 
American move to purchase control of the British-owned San Francisco Mines 
of Mexico, the Evening Standard said today. 

Today, the Standard said, the Bank of England refused to issue any further 
licenses in connection with these mining shares. Previously the bank had 
honored transactions made with “security sterlings.”’ 

The paper stated that big British interests had pointed out to the Bank of 
Ungland, the undesirability of permitting control of this $15,200,000 silver, lead, 
and zine property to pass out of British hands. 

A similar but unsuccessful attempt, reported in the Wall Street 
Journal of June 11, 1956, was made to block the Texas Co. when it 
made an offer to purchase stock in the Trinidad Oil Co., Ltd. 

In 1950, when Britain ended gasoline rationing, the Standard Oil 
Company ‘of New Jersey, and Caltex agreed to accept payment for 
supplies 100 percent in pounds sterling. According to the Wall 
Street Journal of May 27, 1950, the British Minister of Fuel and 
Power, Philip Noel- Baker, said that the agreement provided that 
the sterling must be, spent in Britain on oil equipment, machinery, 
and other “goods used by the companies in their oil operations but 
must be in addition to present purchases. 

The American motion-picture industry was subjected to similar 
restriction on its blocked earnings in Britain, according to the Wall 
Street Journal of September. 6, 1949, with only 27 authorized purposes 
for which the frozen funds could be spent. 

These references indicate cases where funds obtained by the sale 
of our exports were required to be invested in certain specified ways. 
A recent trend in foreign reaction to American investment, which is 
becoming apparent in C ‘anada, i is a feeling that our equity ownership 
should be limited and our investment be more in the form of loans. 
Upon repayment of the debt our investment to that extent would be 
liquidated, with ultimately serious effects on our balance-of-payments 
position. "To the extent that our loan investment was reduced a con- 
tinuing flow of interest to us would be eliminated, and not owning the 
equity we would never receive dividends in successful projects which 
our investments had made possible. 

The European Common Market will lead to more American invest- 
ment abroad because of its tariff discrimination against American 
goods. Business Week, of February 22, 1958, in dise ussing the auto 
industry, says : 

Right off the bat, the Common Market and free-trade area mean the European 
market for United States-built passenger cars is almost gone. 

With the tide running heavily against exports from the United States and 


toward production abroad, one Detroit executive has been heard to say: “Before 
I retire, I hope to see my company producing as many units abroad as in the 


United States.” 

Is it any wonder that the Wall Street Journal of August 21, 1958, 
reports : “ on olkswagen go home’ is the chant of unemploy ed ex-Gi’s in 
Detroit” 

With replete to a speech by James A. Moffett, president of Corn 
Products Refining Intern: ational, the New York Herald Tribune of 
April 16, 1958, he id this to say: 
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As a result of the Common Market development, the speaker said, American 
business may have to reappraise its situation because the increase in production 
abroad will ultimately eliminate the need for American manufactured goods. 


Time, of August 11, 1958, says of the Common Market : 


The way to compete is to establish plants in the Common Market area. Says 
Vice President William H. Mathers, of Yale & Towne, which is planning to expand 
operations in the Common Market area: “When the tariff provisions get into 
full swing you aren’t going to see anything from this country over there.” 

The article goes on to say that hundreds of United States firms are 
already preparing to enter the Common Market by investment abroad 
ineluding Ford International, H. J. Heinz, Du Pont, Argus Chemical, 
Consolidated Electrodynamics, and International Harvester. 

The need for our investment abroad is dependent upon there being 
a genuine shortage of foreign capital because obviously it will serve 
no useful purpose for foreigners to abdicate their natural function of 
investing in their own countries and place the burden upon us by 
shifting their investments to this country. According to the Balance 
of Payments Statistical Supplement, prepared by the Office of Busi- 
ness Economics of the United States Department of Commerce (pp. 
178-179), foreign assets and investments in the United States rose 
from $15, 880 million in 1946 to $31,624 million in 1956, 

This rise came about through a loophole in our foreign trade legisla- 
tion which permits funds obtained by the sale of imports into the 
United States to be directed to the stock market and other channels 
of investment rather than being spent on our exports. Figures from 
the same Department of Commerce publication show that from 1947 
through 1956, the United States put in foreign hands by spending on 
imports of goods and services, unilateral transfers, capital investments 
abroad and the purchase of gold about $19 billion more than the world 
spent on our exports of goods and services and on unilateral transfers. 

The $19 billion went to build up foreign balances, on investments 
in this country and in the purchase of gold. In order to make our 
investments abroad effective, and at the same time assure employment 
for Americans working in export industries, this leakage of funds 
should be stopped. All dollars paid for imports into the United States 
should be required to be earmarked for spending on our exports. 

The capacity of the United States to finance private investment 
abroad is limited by its balance-of-payments position. The loss of 
over $2 billion in gold this year puts the United States in a situation 
where if all foreign claims on our gold were presented for payment 
we would be faced with a deficiency in our monetary backing which 
could lead to a severe deflationary contraction in our currency and 
bank deposits. 

American private investments abroad have limited utility in com- 
bating the economic offensive of the Soviet Union. Private com- 
panies are not capable of meeting the Russian threat because the So- 
viet Union is not influenced by costs of production. 

Central Intelligence Agency Director Allen Dulles is quoted by 
Time magazine, of May 5, 1958, as saying of the Russians: 

They will buy anything, trade anything, and dump anything if it advances 
communism or helps to destroy the influence of the West. 
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Leslie Gould, financial editor of the New York Journal-American, 
on April 9, 1958, in an article under the headline “United States Gold 
Policy Helps Reds Compete in South America,” had this to say: 

Brazil is where the Russians, under their “new look,” will contest the United 
States in the economic phase of the East-West cold war. The Argentine is the 
other big battleground, with Chile and Uruguay smaller targets. 

Russia is dangling long-term credits, including needed dollars, and barter deals 
of oil equipment and other machinery. 


The irony of these proposals is that these credits are made possible by the 
United States Treasury’s $35-an-ounce fixed price of gold. This puts a firm floor 
under the world gold markets, no matter how heavy the offerings of metal. 

Russia is a heavy seller of gold. These sales are the source of much of the 
money being used to carry on the economic phase of the Communists’ cold war, 


as well as to finance subversive activities of its other agents. 

Although definite figures are not available, Samuel Montagu & Co., 
a leading British bullion dealer, according to the Northern Miner of 
February 27, 1958, has estimated that gold is produced in the Soviet 
Union at the rate of 17 million ounces annually, which would be worth 
$595 million a year. We must not forget that the value of gold is 
largely dependent upon the willingness of the Government of the 
United States to buy gold in unlimited amounts from no matter what 
source of production. 

Confirming this view is the statement by Douglas Abbott, the Cana- 
dian Federal Minister of Finance, according to the Northern Miner 
of May 22, 1952, who, while speaking in the Canadian House of Com- 
mons, maintained that gold itself had little intrinsic value, and that 
its stability as a medium of international exchange depended on the 
willingness of the United States Treasury to buy it at the fixed price 
of $35 per ounce. 

In this connection we should bear in mind that Soviet First Deputy 
Premier Anastas I, Mikoyan, who is Director of Soviet foreign eco- 
nomic policy, has called upon the United States to raise its artificial 
$35 price of gold. According to the Northern Miner of August 7, 
1958: 

He declares the United States imposes an unnaturally low price against the 
wishes of nations that sell gold, and the difference is tribute paid America by 
them. 

As long as our country stands ready to supply the Soviet Union 
with an amount of dollars limited only by the size of the latter’s gold 
reserve, it is futile for us to expect to compete successfully with that 
nation in the arena of economic warfare. 

American private investment abroad should be channeled so as to 
become part of a unified program working for economic victory over 
the Soviet Union and the solution of our trade difficulties with other 
nations. In order to do this we must appreciate the problem before us. 
The heart of that problem is that by 1980 the population of the United 
States, according to the Census Bureau, may be as much as 100 million 
persons greater than now, and our resources to support them will be 
less in many fields. 

The President’s Materials Policy Commission in its June 1952 
report, basing its computations on a more conservative estimate of 
population growth, nevertheless arrived at the conclusion that the 
United States was outgrowing its resource base. By 1980, our do- 
mestic reserves of many raw materials will be either exhausted or 
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inadequate. At the same time, the demand for our manufactured 
exports will decline, as we have shown, due in part to our own invest- 
ments abroad. 

Interest and dividends on a growing foreign investment in the 
United States will constitute an added drain on our economic vitality, 
which will scarcely be compensated by our reciprocal investment be- 

cause of the requirements of foreign governments as to reinvestment 
of profits on American investments abroad, or their outright confis- 
cation. 

One of the least recognized economic facts is that gold is slowly 
losing its value as a monetary medium and that the printing of money 
to buy it has an inflationary effect on our currency. During W orld 
War II, American automobiles were more acceptable than “gold in 
Latin America, and Switzerland also was loath to permit its entry. 

In World War I, the inflationary effect of gold on neutral cur- 
rencies was evidenced by the reluctance in varying degrees of neutral 
countries such as Argentina, Holland, Sw eden, Denmar rk, and Norway 
to accept gold. W illiams Adams Brown in “The International Gold 
Standard Reinterpreted, 1914-1934,” pointed out in discussing these 
cases that it required a political treaty for the payment in gold of 
Dutch purchases of Swedish coal—such was the Swedish aversion to 
gold. 

At the present time, according to the Northern Miner of July 17, 
1958, both Germany and Italy are trying to market gold at the retail 
level in nonmonetary form. The prospect of exchanging gold for 
the raw materials that we shall require so desperately in ‘the future 
is not bright. Would it not be better to direct American private 
investment abroad into the production of imperishable raw materials, 
and for our Government to assist this procedure by stockpiling these 
materials instead of buying gold? Together with a restriction on 
foreign investment in the United States the flow of dollars from this 
program would result in an assured market for our exports. 

Instead of imposing quotas or tariffs on foreign metals purchased 
under this plan, they would enter our stockpiles and should be sold 
domestically only at prices low enough to stabilize our markets but 
high enough not to injure American production. 

Furthermore the raw materials purchased would be kept from 
Russia’s grasp and the self-interest of the producing nations would 
tie them to us. By refusing to buy gold we would deprive the Soviet 
Union of its main economic weapon used in disrupting our trade 
and our political alliances. 

It is only this program of American private investment abroad, 
which our Government must implement, which will meet the political 
and economic exigencies of the present situation. 

Mr. Macurowicz. Thank you. I notice you start your statement 
by referring to a policy of promoting “indiscriminate” American 
private investments abroad. I take it by that, that you are not opposed 
toa policy of promoting “discriminate” American private investments 
abroad. 

Mr. Trevor. No, in certain fields I think that it should be done. 

Mr. Macurowicz. Thank you. 

The committee will adjourn until 10 tomorrow morning. 

(Whereupon, at 3 p. m., Thursday, December 4, 1958, the hearing 
adjourned, to reconvene at 10 a. m., Friday, Dec ember 5, 1! 58. ) 
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FRIDAY, DECEMBER 5, 1958 


Houser or REPRESENTATIVES, 
SUBCOMMITTEE ON ForreIcn Traber Poricy, 
OF THE COMMITTEE ON Ways AND MEANS, 
Washington, D. C. 

The subcommittee met at 10 a. m., pursuant to recess, in the com- 
mittee room, New House Office Building, Hon. Hale Boggs, chairman 
of the subcommittee, presiding. 

Mr. Boces. The subcommittee will come to order. 

Our first witness this morning is Mr. Samuel C. Waugh, President 
and Chairman of the Export- Import Bank. 

We are glad to have you, Mr. President. 

Mr. Waueu. Thank you. 

Mr. Boaes. You may proceed. 


STATEMENT OF SAMUEL C. WAUGH, PRESIDENT, EXPORT-IMPORT 
BANK OF WASHINGTON, ACCOMPANIED BY LYNN U. STAM- 
BAUGH, EXECUTIVE VICE PRESIDENT 


Mr. Wavueu. Mr. Chairman and gentlemen of the committee, first, 
I want to apologize for not having my testimony in better order, prin- 
cipally because I have been out of the city and just returned last 
evening. 

I have a brief statement that I will read at this time. 

Thank you for the invitation to appear on behalf of the Directors 
of the uxport- Import Bank and the Vice President of the bank, Mr. 
Lynn Stambaugh, on my right, before this subcommittee charged 
with the examination of the subject of United States private invest- 
ment abroad. 

You have received much testimony, so I will limit my statement this 
morning to a brief report on the operation of the Export-Import 
Bank. 

If you so desire, I will gladly answer any questions that I am capable 
of answering, based on my own experience Guring the past 514 years. 

The Export-Import Bank, now rounding out 25 years in business, 
is the oldest United States agency assisting other countries in their 
economic growth. The Export-Import Bank, to further our inter- 
national trade, lends to private enterprises abroad, whether private 
equity is United States or foreign. 

The statute requires the bank: 

To supplement and encourage and not compete with private capital. 


The entire activity of the bank, therefore, is concerned with the 
subject your committee is examining. 
$3415—58 28 425 
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The Export-Import Bank makes loans to private enterprise with- 
out any type of guarantee, although we also make loans with Govern- 
ment or private g guaranties. 

The Export- Import Bank may also guarantee loans. 

However, the bank is not permitted to guarantee or purchase 
equities. When issuing a guaranty, the bank assumes the same re- 
sponsibilities as when it t makes a loan itself. 

There seems to be quite a little misunderstanding with reference to 
the question of guaranties, that there is something about a guaranty 
that is different from making a loan, but I think it should be empha- 
sized that when our bank makes a guaranty it assumes the same respon- 
sibility as when it makes the loan itself. 

In case of either a direct loan or a guaranty of a loan, though, it is 
the United States Government, rather than the private investor, 
which assumes the ultimate risk of repayment. 

The principal association of the Export-Import Bank with private 
investment lies in loans which supplement foreign or United States 
private funds. 

For each dollar of the bank’s loans made during the recent past to 
private enterprises, or to governments for relending to private enter- 
prises, more than $1.50 of private United States and private and public 
foreign capital has been invested. 

In many cases, bank loans have been made in participation with 
private lenders, banks, or insurance companies. 

On occasions part or all of an Export-Import Bank loan has been 
later sold to private financial institutions. 

The private participation has normally been without the quaranty 
of or without recourse on the Export- Import Bank. Such actions may 
stimulate true foreign private investment, that is, the assumption of 
risks abroad by investors, which would not be the case with loans sold 
with the bank’s full guaranty. 

Loans by the Export-Import Bank to private as well as public bor- 
rowers require delicate administrative judgment. We need to carry 
out the policy of providing loan funds that supplement, rather than 
merely replace, financing from private resources. 

To provide credit to private enterprises without at the same time 
encouraging equity investment which would not otherwise be made 
would not completely fulfill the Export- Import Bank’s purposes. 

The volume and nature of our lending in the private field is illus- 
trated by the following statistics from the bank’s latest annual report 
to Congress: 

In the 12 months ended last June 30, the bank authorized 154 credits and alloca- 
tions totaling $145.5 million for private enterprise, and 119 credits and allocations 
totaling $178.6 million were authorized to private borrowers with governmental 
guaranties, making a total of 273 private credits and allocations. 

This statement, you understand, merely refers to the private loans 
that were made. In addition to this we made a number of loans to gov- 
ernment and government institutions direct. 

These credits were, I repeat, to private enterprises of foreign, as 
well as United States, ownership and control. Indeed, the bulk of 
them were to foreign-owned enterprises. 

But, emphasizing the fact that we are always prepared to lend to 
American business enterprises for their overseas operations, we have 
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conducted operations in association with such representative firms 
as the American Smelting & Refining Co., American & Foreign Power, 
Bethlehem Steel, Firestone Rubber, Goodrich Rubber, Lone Star 
Cement Co., Republic Steel, and the Utah Construction Co. 

The volume of the bank’s operations, particularly in less-developed 
countries, is sometimes restricted by the bank’s policy of not financing 
capital goods or projects unless, in the directors’ judgment, they con- 
tribute clearly to increasing the productive capacity of the borrowing 
country. 

It is important that our loans, either directly or indirectly, increase 
the ability of the borrowing country to meet its foreign payments 
problem. This is necessary because the directors must, by statute, 
be satisfied that the loans offer reasonable assurance of repayment in 
dollars. 

The bank’s activities in assisting United States private investment 
abroad are also restricted by the limited funds in the United States 
for equity investment; that is, for true venture capital, in enterprises 
abroad. 

The Government, or specifically the bank, cannot properly provide 
financing or all coverage guaranties, leaving an operation to : con- 
ducted on a small private equity which itself might request some type 
of Government guaranty. 

This would not truly be private enterprise. 

We believe that progress in answering one of your committee's 
main questions, stimulation of equity investment, would assist the 
bank’s role in providing loan capital. 

Neither loans nor guaranties-ean wholly substitute for equity in- 
vestment. It is the latter that seems to us to be the shortest factor in 
capital investment abroad. 

With increased availability of equity capital, the bank is inclined 
to believe that we could look favorably on additional loan applications 
for proposals which for various reasons the private financial market 
isnot prepared to consider. 

In addition to the normal activity of the bank under our statute, 
we have recently been assigned a new lending activity to assist private 
companies. The ( Cooley amendment to Public Law 480 now provides 
the bank with certain foreign currencies to lend to United States busi- 
ness abroad. These currencies accrue in certain countries from the 
sale of surplus United States agricaltural products. 

Under this program, local currencies totaling the equivalent of some 
$170 million may be made available for loans in 18 countries. 

Your committee should be advised that in recent years the Export- 
Import Bank has made an increasing effort to develop private interest 
in foreign investment problems generally, as well as specifically, in 
the facilities and goals of the bank. 

Our public advisory committee, which was created under the last 
amendment to the statute, has been able to call upon the services of 
distinguished Americans in all major economic fields, in industry, 
labor, agriculture, trade, and finance. 

We have actively encouraged meetings of private groups with the 
bank, and have held many meetings outside of Washington. 

With the assistance of the Federal Reserve Board, Export-Import 
Bank groups headed by one or more directors, have met with interested 
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businessmen and bankers in each Federal Reserve district to explain 
the services of the bank and to discuss problems of international trade 
and investment. 

Two meetings have also been held in our offices in Washington with 
the investment officers and with a group of presidents of life insurance 
companies. 

That, Mr. Chairman, and gentlemen, completes the brief statement. 

If there are any questions, I shall be glad to answer them, if 
possible. 

Mr. Boggs. Thank you very much, Mr. Waugh. 

Mr. Byrnes? 

Mr. Byrnes. I have no questions. 

Mr. Boees. Mr. Mason ¢ 

Mr. Mason. No questions. 

Mr. Boees. Mr. Machrowicz. 

Mr. Macnrowicz. I have one question. 

I believe one of the witnesses referred to the fact that not much of 
these funds made available by the Cooley amendment under Public 
Law 480 had actually been utilized. 

Can you give us some information on that ¢ 

Mr. Waveu. The funds have been utilized as fast as they have 
been available. It takes some time to get these funds out, principally 
because after the loans are screened they must be referred to the foreign 
government for their approval and that takes 60 days additional time. 

We have completed the arrangements for the Cooley funds that we 
have in Mexico, and we have also completed the arrangements for 
the Cooley funds in Israel, and in 2 or 3 other countries we have 
received more applications than we have funds for and these are being 
worked out in a normal way. 

Mr. Macurowicz. The impression I got—and I may be mistaken 
from the testimony was that there were very few actual applications 
for loans. 

Mr. Waveu. Quite the contrary has been true in most cases, sir. 
I think in Mexico where we completed our arrangements we had 
three times as many applications as we had funds available, and we 
had to reduce them. 

That has been true in other countries, as well. There have been 
1 or 2 countries where there is very little private investment where 
we have not had a great deal of actiwity. 

You understand, of course, that until the sales of the agricultural 
commodities are completed and the money is rec eived, we cannot do 
any negotiating until we know exactly how much we are going to 
have. 

Mr. Macurowicz. I believe Greece was mentioned as one of the 
examples. 

Mr. Waveu. I am not familiar with one of the operations in 
Greece. We have had very few applications, Mr. Stambaugh 
advises me. 

I personally think that there can be some more applications ob- 
tained because of the fact I know they are trying to develop some 
hotel and motel situations in Greece and it seems to me if United 
States private capital would like to go in there, that we could loan 
some money for the local currency cost because in the operation of 
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the buildings, the cost is local currency cost and a very small per- 
centage dollar use in buildings of that type. 

Mr. Boaes. How would you say our facilities for providing credits 
and guaranties to American investors compare with similar facilities 
of such nations as the United Kingdom, Germany, and others? 

Mr. Waven. Mr. Chairman, there is an organization in Europe 
known as the Bern Union which is a group of all of the credit organi- 
zations in Europe, either government or private. The United States, 
through our Export- Import Bank is an associate member. ‘The prin- 
cipal complaint that we have from all these European agencies is that 
there is so much more money available for investment both in the 
public and private field in the United States, that they are at a distinct 
disadvantage. 

I think we have available in dollar funds percentagewise a larger 
percentage for private investment abroad than any other country 
throughout the world. 

That is my personal opinion. 

Mr. Boces. Do you feel that we are doing as much as we should be 
doing to encourage private investment abr oad ¢ 

Mr. Waveu. That is a very difficult question to answer, sir. I 
don’t think one should ever be satisfied with the accomplishment. I 
think we should do more. 

I do feel, however, based on 5 years’ experience, that we have given 
so much thought as to what can be done in this country with reference 
to private investment abroad and perhaps not quite as much thought 
as to what can be done with the recipient country. 

It seems to me, sir, and I have had this same opinion since June 
of 1953, that more thought should be given to developing a climate 
in the recipient countries rather than to encourage capital to go 
abroad. I don’t think capital can be forced to go abroad. 

I think capital will only go where it is wanted and where it is well 
treated. 

It seems to me if we could put more time and more effort in the 
education of the governments and the private industry in the foreign 
field as to the nec cessity, or perhaps I should say, the desirability, of 
United States capital going abroad, that our efforts would be 
rewarded. 

In other words, I believe that we have spent percentagewise more 
time on what we should do in this country and not quite as much 
time percentagewise on what can be done in the recipient countries 
that need the capital. 

Mr. Boses. The experience of the Export-Import Bank has been 
very good, has it not? 

Mr. Waven. We have had remarkable experience, and it covers 
a long period of years; yes, sir. 

Mr. Bocas. Do you ‘feel that you have enough financing in the bank 
to be of further help to the economy ? 

Mr. Waveun. I think the bank today has ample dollar resources to 
take care of all the demands that may be made on it for dollar loans 
for the next several years. 

We have unused loan authority approximating $2 billion, $2,200,- 
000,000. There are two items that must be taken into consideration, 
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not only the amount of dollars that are available, but the capacity of 
the foreign countries to absorb more dollar loans. 

Mr. Boces. What type of coordination does the bank maintain with 
other agencies of Government, for instance, the Treasury Department, 
with respect to some of these tax problems ? 

Mr. Waven. The coordination of the Export-Import Bank with 
the other agencies in the testimony that I read last evening, just 
having returned yesterday, has not been brought out as well as it 
might have been. 

Now, the facts of the matter are under the Bretton Woods agree- 
ment we have a national advisory council. The Chairman of the 
National Advisory Council is the Seeretary of the Treasury. 

The Secretary of State is a member, usually represented by his 
Under Secretary for Economic Affairs. 

The Secretary of Commerce is a member, the Chairman of the 
Federal Reserve Board, and also the President and Chairman of the 
Export-Import Bank. 

Now, there are no policy loans made in the international field that 
are not approved by the National Advisory Council. The five agencies 
IT have just mentioned all have a voice on the National Advisory 
Council by law. 

The Export-Import Bank goes even further than that. We co- 
ordinate our loaning through the National Advisory Council and 
we have at every Thursday’s directors’ meeting a member of the 
Department of State and a member of the Treasury Department 
invited to sit in ex officio, without a vote, at our weekly directors’ 
meeting. 

Mr. Boees. Excuse me for interrupting, but do you ever include 
the Department of Commerce ? 

Mr. Waven. The Department of Commerce is always handled 
through the National Advisory Council. We figure that in the foreign 
field, on loans that go to the foreign field, that those should be handled 
through the State Department, through the embassy and undoubtedly 
the commercial attachés through the Department of Commerce are 
contacted through the embassies. 

In other words the domestic picture of commerce is usually, I 
would think, taken care of by the NAC. 

The foreign interests of the Department of Commerce comes 
through the ambassador. 

We clear all of our loans through the State Department and through 
the embassy. 

I use the word “clear.” The responsibility for making the loans 
rests by law with the directors of the bank. We do not want to make 
any loans in the international picture which would be contrary to 
the foreign policy of the United States, naturally. 

Mr. Boces. Are there any further questions? 

You have been very helpful, Mr. Waugh. Thank you very much. 

Mr. Waveu. Thank you, Mr. Chairman. 

Mr. Boaes. Our second witnesses are Mr. Gottlieb and Mr. Sevier. 

We are happy to have you gentlemen. Will you identify yourselves 
for the record. 





PRIVATE FOREIGN INVESTMENT 431 


STATEMENTS OF NORMAN W. GOTTLIEB AND JOHN SEVIER 


Mr. Gorrures. Mr. Chairman and gentlemen, my name is Norman 
W. Gottlieb. I am an American citizen resident in Mexico City for 
the last 10 years more or less. 

I am employed there by a Mexican company which is basically 
owned by American capital. 

As a result of our experience in Mexico and Central America, 
although the remarks I make are applicable in other places, we feel 
as though we have some knowledge of the situation to the south of the 
border. 

We find that the greatest difficulty in Mexico today is the lack. of 
capital for the development of the country today and that in order to 
get additional capital into Mexico to aid in the development of the 
country the United States might consider additional incentives to the 
American private investor. 

The best incentive in our opinion, would be relief from American 
tax on moneys earned abroad. 

While we realize that this is a rather hot potato, we do feel that the 
cost to the Treasury Department in loss of revenue would be minimal. 

When you consider that in the past the United States through 
grants and loans, has given a great deal of money to the underde- 
veloped countries and this is tax money collected from the American 
taxpayer, there may be a way to reduce the amounts given of the tax 
money. 

If tax relief is given to the American investor on income earned 
abroad, we feel that a substantial amount of capital will go abroad to 
take the additional risks. 

This will in the long run reduce the necessity of intergovernmental 
loans and grants and, therefore, in the final analysis save money to 
the American taxpayer. 

Up until the present time most of the emphasis has been placed on 
the large American companies which do invest abroad. They would 
get some advantage out of such tax relief, but the basic advantage 
would go to the smaller investor because the large companies today 
through affiliates, subsidiaries and such, are able at least to defer pay- 
ment of American taxes on these moneys earned abroad, whereas the 
private individual is at a tremendous disadvantage. 

If he gets any dividends he has to pay tax on them. Since we feel 
that it is to the interest of the country to promote the economic climate 
in these foreign underdeveloped countries, we feel that this would be 
an enormous advantage politically to the United States. 

Thank you, Mr. Chairman. 

Mr. Sevier wishes to make a few remarks. 

Mr. Sevier. Mr. Chairman, members of the subcommittee, I am 
John H. Sevier. My background is the same as Mr. Gottlieb’s. 

I live in the same country, Mexico. I work for the same company, 
TH. Steele & Co. 

Also, I happen to be the first vice president of the American Cham- 
ber of Commerce of Mexico. 

Naturally, my thoughts follow Mr. Gottlieb’s, but in addition I 
would like to mention that the American Chamber of Commerce of 
Mexico has 1,600 members. Of those 1,600 members, 50 of them are a 
bloc we know as international American corporations. 
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General Motors Overseas Corp., First National City Bank of New 
York, General Electric, and Remington Rand International are all 
members of the chamber of Mexico. 

There are about 30 of these large corporations in the chamber. 

The balance of the membership consists of small businessman, pri- 
vate investors in Mexico; and they operate shoestores, they import 
surgical instruments, and they have any number of lines of endeavor. 

Most of those investors live in Mexico. They live there and they 
go to their business every day and they see their customers every day 
and can very well supervise their investments and tend to their busi- 
nesses. 

However, they do need additional capital, especially in Mexico with 
its expanding industry so very well portrayed in this week’s issue of 
Time Magazine. 

Much more capital is needed there and among we Americans we be- 
lieve it should be American capital. That capital has to come from 
somewhere and there is a source available because we know from our 
experiences that there is a large pool of so-called risk American capital, 
people who live in the United States—they reside in New York, Chi- 
cago—who have five or fifty thousand dollars that they can afford and 
would like to put out as an investment that would bring them a greater 
return than if they bought $50,000 worth of Anaconda Copper stock 
from the stock market. 

However, the gentleman living in New York or the man in Chicago 
has little or no encouragement to do that. He has little or no en- 
couragement to cooperate with his fellow citizen running a shoestore 
in Mexico City because if he buys a half interest in the shoestore and 
if the shoestore shows a profit, his profit from that investment is taxed 
not only by Mexico but also by the United States. It is double taxa- 
tion and Americans experience competition not only from their host, 
the Mexicans, but also other nationals who do the same thing there 
and who are not subjected to this double taxation. 

We firmly believe, and we have mentioned this here in Washington 
before, that the badly needed capital in Latin America, especially in 
Mexico, with which we are familiar, can come, and should come, from 
the United States. 

It is in the United States, but it will not go to Mexico, nor to other 
Latin American countries, unless some incentive, a good incentive, is 
held forth for the investor. 

That incentive in our opinion is exemption from income taxes on any 
profit earned from foreign American investments. 

The exemption we are thinking of is 100 percent exemption. We do 
not believe that those profits should be taxed by the United States. 

In saying that we do not mean to rob Peter to pay Paul. We realize 
the United States Government must have income to continue its work 
and that would be a loss of income to the Treasury Department; that 
is true. 

On the other hand, we know, and we have seen it with our own eyes, 
the United States Government extends aid, grants, assistance in gov- 
ernment to government affairs which are very, very expensive to the 
United States Government and the American taxpayer. 

We know that if this free American foreign capital were allowed to 
flow into other countries, such as Mexico, that the need, as a case in 
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point, for future loans to the Mexican railway system could be 
obviated. 

The tax money that is deliberately taken from the taxpayer, turned 
into a Government loan and sent to Mexico, could be superseded and 
replaced by private individual investments. 

There has been expressed here in times past that if foreign private 
investments were made too attractive that flights of capital from the 
United States would become serious, but that is not true, it could not 
happen. 

One reason it could not happen is that there is still a limited number 
of prime investments abroad and, secondly, there is a preponderance 
of the population here still preferring to invest in American securities, 
preferring to keep their capital at home. 

There have been some foreign countries, notably England, who have 
encouraged the investment by their nationalists abroad along the lines 
we suggest and England has not suffered from the lack of capital at 
home. 

It just does not work out, that fear of the flight of capital does not 
exist. 

Another thing, with private capital coming south of the Rio Grande 
there, Mr. Jones of Chicago would probably go to Mexico once or twice 
a year to see how his shoestore is coming along; he will supervise his 
investment. It is his money; he will be positive that he is obtaining 
a proper return, that his investment is being administered effectively 
in a country outside the borders of the United States. 

Unfortunately that cannot always be true with Government grants. 

The administrators of those grants do an excellent job, but they just 
do not have the personal interest that the private investor does to see 
that the money goes in the right places, that it is handled correctly, 
and that it brings the proper return. 

The private investor expects to get his money back; he may liquidate 
or he may take it back in dividend. That is not true of Government 
loans. Some of them will never be recuperated. 

Some may never come back to the taxpayer. 

So we believe that by fostering private investment through limita- 
tion of taxes on the profits from those investments the need for Govern- 
ment loans, aid grants, such large financial maneuvers, will steadily 
decrease. 

We realize that we cannot turn the hot water off in one second 
and expect it to be cold in the next second. There will be a period of 
transition, but it can be done. 

In addition, it will have a very, very great effect on the political and 
social relations between the United States and these other countries 
because a private American going to Mexico is well liked in Mexico if 
he just behaves, if he treats the Mexicans like he would like to be 
treated. They accept him. 

But when an American Government administrator goes to Mexico, 
he is respected, but he is the representative of a large powerful Gov- 
ernment, and the personal appeal is missing. 

It is entirely different when the man is an individual. 

So, Mr. Chairman, members of the subcommittee, we greatly appre- 
ciate this opportunity to come up from Mexico to speak to you. That 
is the sole purpose of our visit. 
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We would like to leave a thought with you that if there is any possible 
way that additional private American investments can be fostered 
abroad, the cost to the United States actually will be low and, in addi- 
tion, such an activity, such a program, will result in much, much greater 
mutual benefit to the two countries involved than has been the case up 
to the present time. 

Thank you very much. 

Mr. Boces. Weare very happy to have you, Mr. Sevier. 

(The formal statement submitted by Messrs. Gottlieb and Sevier is 
as follows:) 


TESTIMONY OFFERED BY NoRMAN W. GOTTLIEB AND JOHN H. SEVIER 


Gentlemen, we appreciate this invitation to present our ideas to your committee. 
We are both American citizens residing in Mexico, and we are employed by a 
Mexican corporation that has been in existence some 40 years. The corporation 
is owned by Americans residing abroad. 

It is a privately owned corporation as contrasted with some of the larger 
American corporations doing business through subsidiaries in Mexico and else- 
where. Therefore, the point of view that we will present is perhaps a little 
different than that which you are accustomed to hearing through representatives 
of those large international companies. We are, of course, interested in the eco- 
nomic development of the Western Hemisphere, and particularly of Mexico, since 
we operate there, and we feel that strengthening the economies of the Latin Amer- 
ican countries will be of great benefit to the United States in its fight to prevent 
the influx of the communistic ideology. 

It is our opinion that the economies of the Latin American countries can best 
be promoted by the expansion of American private investments in these countries. 
The question arises as to the method of increasing investments abroad by Ameri- 
can citizens. 

How can this best be accomplished? 

We feel that the most important step would be to give American citizens relief 
from American income tax on moneys earned from foreign investments. 

Although we feel that this relief should be a complete exemption from the pay- 
ment of United States income tax on this type of income, even a partial relief 
would be of great benefit in stimulating foreign investments. 

Obviously the prospect of greater return is what would influence the private 
investor to put his capital into a foreign country, since he would be incurring 
risks that are fortunately not present on investments within the United States. 
This greater return would be the actual offsetting factor. If, however, on receipt 
of the income, the investor is forced to pay American income tax, the influence of 
the higher rate of earning is dissipated. This is the reason we feel that relief 
from double taxation on income earned abroad—it is taxed by the host country 
and again by the United States—is a most important consideration in revising 
the foreign-trade policy. 

In considering this relief, it is important, we feel, to differentiate between the 
various types of individuals making foreign investments. Most of the thinking 
on tax relief for this type of transaction has stressed the advantage that this 
would give to the large American companies who would invest abroad, and very 
little time has been spent considering the problems of the small investor. In our 
opinion, this is a mistake since most of the large American companies are al- 
ready operating abroad and have devised ways of at least postponing the pay- 
ment of the United States income tax on moneys earned abroad until it is eco- 
nomically advantageous to them for one reason or another to draw back these 
earnings. 

Therefore, the type of tax relief herein proposed, although perhaps beneficial 
to the large companies is not essential to aid them in promoting their interests 
abroad, and this can be demonstrated by the fact that they are presently oper- 
ating extensively. 

The small investor is in a different position. If he is of the type who wants to 
move abroad, he can, through creation of a corporation, if successful, accumulate 
earnings without the payment of United States income tax, provided, of course, 
the company does not distribute any profits, but the number of people interested 
in relinquishing their residency in the United States for the sake of foreign in- 
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vestments is limited. There is, however, a very rich source of untapped capital; 
this is the individual who has risk capital available but who does not want to 
live more or less permanently outside the United States. We feel that this 
source can be developed to the advantage of the United States and the under- 
developed countries with the aid of a modification of the American tax policy. 

As mentioned before, an individual with risk capital might reasonably be in- 
terested in the higher potential earnings of foreign investments if he does not 
eventually have to pay out the bulk of them to the United States. He is of the 
type, in our opinion, who would see no advantage in leaving his earnings in the 
foreign companies undistributed but to withdraw them as dividends would sub- 
stantially deprive him of any incentive to make this type of investment unless 
he is given tax relief. Additionally, he finds himself at a disadvantage vis-a-vis 
the nationals of other countries who are not subject to this form of double 
taxation. 

The question arises as to how much the relief from this type of taxation would 
cost? 

We feel that it would be inexpensive. Our country has been lending or giving 
away billions of dollars for many years. We imagine that most of this money 
will never be returned. Each billion dollars so lent or given is a billion dollars 
collected from our people in taxes. If we could replace a billion dollars of tax 
money so disbursed by a billion dollars of private investment abroad, what 
would be the loss of tax revenue if the income thereon were completely exempted 
from American income tax? 

Assume the average return on capital investment is 6 percent, then the loss 
of taxable income for the United States would be $60 million and the actual loss 
in tax receipts would be perhaps half of that or, say, $30 million. 

In our opinion the billion dollars in private capital invested abroad at a tax 
loss of $30 million would undoubtedly do as much good for the recipient country 
as the billion dollars of tax money directly loaned or granted by the Government, 

Actually, of course, it is almost axiomatic that a private investor for many 
reasons, can and does supervise the use of his money better than administrators 
of public funds. Therefore, we really feel that the billion dollars of private 
investment would do much more good than an equal amount of Government 
aid. In addition the private investment can undoubtedly be recuperated when- 
ever it becomes advantageous to the individual whereas frequently it may be 
more difficult to recuperate intergovernmental loans, and gifts can certainly not 
be recovered. 

Notice also that there is an actual tax saving to the American people of 
$970 million on this billion dollar transaction. We realize that private invest- 
ment will probably never completely replace intergovernmental assistance but 
we do feel that it can substantially reduce the necessity for it. 

If we carry our analysis one step further, you will note that in order for the 
loss in tax revenue to reach $1 billion, it would be necessary for something 
more than $30 billion to be privately invested abroad. Imagine what could be 
done for the development of the Latin American countries with even a minor 
part of this enormous sum, and all at an actual tax-saving to the American 
people. 

A proposal of the type we are herein making always brings forth the fear 
that all capital would flee from the United States. In our opinion this is 
rather naive. It shows a considerable lack of faith in the potentialities of the 
United States. There has always been an ability for capital to earn good money 
at home and with many less risks than exported capital. In addition, and this 
should be seriously considered, there is a limit to the number of attractive 
investments readily available abroad to the private investor, and as the under- 
developed countries advance the gap in the earning power of capital at home 
and abroad will undoubtedly decrease. It should be remembered that countries 
that have exported capital in the past and those that are today allowing their 
citizens to do this without tax handicaps have not suffered capital shortages. 

In summary, then, we feel that in the present political state of the world 
much good can be accomplished by advancing the economic stability of friendly 
underdeveloped countries. This can be promoted through a change in the 
United States income-tax policies which would exempt, in whole or in part, 
from payment of United States income taxes moneys earned from investments 
abroad. Parenthetically, a plus value would be obtained by increasing social 
and business relationships between Americans and others, any meeting of people 
and work between them is bound to increase understanding. The cost of such 
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a program in loss of tax revenues due to the movement of some capital abroad 
would be offset many times by the reduction in Government grants and loans 
of tax money. 

Therefore, although the tax relief suggested herein would apparently favor 
a small group—those who would take advantage of it to invest abroad—the 
truth of the matter is that all United States taxpayers would get relief since 
it would become unnecessary to appropriate such large sums for foreign aid, 
and the so-called underdeveloped countries would be well on their way toward 
taking their places as equal partners with the United States, both economically 
and politically. 

All this might be accomplished at the apparent cost of a loss in tax revenue 
of only one-eightieth of the present Federal budget, but reductions of greater 
amounts could be made in the budget as direct and indirect aid became unnec- 
essary. 

Mr. Boees. Mr. Byrnes? 

Mr. Byrnes. I understand, Mr. Sevier, that you are speaking pri- 
marily of the various individual investors rather than of the type 
we have talked about here, the corporations ? 

Mr. Sevier. Yes, sir. 

Mr. Byrnes. You speak of this double taxation. The investor in 
Chicago does not pay any more tax than he pays on equal earnings 
from an American sources, does he ? 

Mr. Sevier. No. 

Mr. Byrnes. So there is no double taxation from his standpoint? 
Mr. Sevier. Well, what we refer to as double taxation is taxation by 
the foreign company and taxation by the United States. 

Mr. Byrnes. He is given credit on the United States tax so he 
never pays more on a thousand dollars net earnings made in Mexico 
than he does on an equivalent amount made in the United States. 

Mr. Sevier. If he pays 5 pesos tax to the Mexican Government 
the American Government gives him credit for that tax when he comes 
to pay the tax. 

But there is no advantage to him. He would pay the same on 
dividends from the Anaconda Copper stock. 

But the idea is to give him some incentive for going abroad with his 
money. Otherwise he is better off to stay home in Chicago. 

Mr. Byrnes. What is generally considered the average rate of return 
on an investment in Mexico? 

Mr. Sevier. It is a very variable figure. We have mortgages on 
real estate there extended by the banks, the interest is charged at the 
rate of 1 percent to 1144 percent per month. That is 12 to 18 percent 
per year. 

That indicates a shortage of money there. But the earnings are in 
excess of the more or less standard 6 percent in the United States. 

Mr. Byrnes. What about earnings, for instance, on investments in 
hotel property or a shoestore such as you mentioned? What is con- 
sidered a reasonable rate of return as far as the Mexican people or 
American investors are concerned ¢ 
Mr. Sevier. It is quite large. 

Mr. Byrnes. It is high; is it not? 

Mr. Sevier. Yes. 

As a matter of fact, the average, I would say, would be 25 percent 
or above. 

Mr. Byrnes. Of course, that in itself, after conversion to dollars, 
should be some attraction to the individual investor. 

Mr. Sevier. It is an attraction. There are, I believe, $7 billion 
worth of American capital invested throughout Latin America at the 
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present moment, but all those investors run certain risks which do not 
run here in the United States. 

Mr. Byrnes. All through these hearings I have gotten the impres- 
sion that the only time somebody invests abroad is when he has gotten 
some kind of tax break rather than based on the kind of return he gets. 

Mr. Sevier. That is not entirely true because the figures show that 
the investors are there now. We have no quarrel with them, but we 
should certainly like to see the number doubled or tripled in the future. 

Mr. Byrnes. I think that is also true of some American businesses. 
They have troubles themselves. That is why we have Small Business 
Administration loans—capital loans. 

Thank you very much. 

Mr. Boges. Are there any further questions ? 

Mr. Machrowicz. 

Mr. Macurowicz. I believe you had in mind that although the 
American investor in Mexico does not pay more tax than the American 
investor in the United States, there is a discrimination as between him 
and the British investor in Mexico, who has certain credits which the 
American investor does not get. 

Mr. Sevier. That is so. 

The point in case is a gentleman who is in Mexico at the present 
time with $50 million of British capital, and all private capital, 
and he is there placing that money in different businesses. 

The preceding witness mentioned the Export-Import Bank and the 
Cooley amendment, which is also operating in Mexico. 

However, their applications have exceeded the amount of money 
availablethere. As far as I know I do not believe any of the loans have 
gone through yet because there is so much what we call redtape to 
qualify, to identify one’s self to obtain one of these loans whereas other 
nations with private capital are not restricted, they do not have to 
bring these applications before their board of directors. 

The transaction is done almost on the spot by foreigners. It could 
be done the same way by Americans. 

There is quite a difference in the source of investment. 

Mr. Macurowicz. That is all. 

Mr. Boaes. Thank you very much, gentlemen. 

Our next witness is Mr. H. W. Balgooyen, executive vice president 
of American & Foreign Power Company, Inc. 

We are very happy to have you. Will you identify yourself for 
the record, please. 


STATEMENT OF H. W. BALGOOYEN, EXECUTIVE VICE PRESIDENT, 
AMERICAN & FOREIGN POWER CO., INC. 


Mr. Batcooyen. My name is Henry W. Balgooyen. Iam executive 
vice president of the American & Foreign Power Co. 

I greatly appreciate the opportunity that has been extended to me 
by the Subcommittee on Foreign Trade Policy to present my views on 
United States private foreign investment. 

I have been active in the foreign investment field for the past 20 
years, as an official of American & Foreign Power Co., Inc., and 
affiliated companies. 
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The Americal & Foreign Power system, with assets of well over $1 
billion, represented by electric power properties in 11 Latin Ameri- 
can countries, represents one of the largest private United States in- 
vestments in that area. 

Since World War II, the Foreign Power System has invested over 
$600 million in new facilities to meet the burgeoning demand for ad- 
ditional electric power supplies in the rapidly growing areas it serves. 

Approximately half of this amount represents the cost of electric 
power equipment impor ted from the United States. 

Over the next 5 years, our construction expenditures are estimated 
at approximately $100 million annually. This will mean an additional 
$200 million to $300 million in United States exports of electric power 
equipment. 

Impressive as these figures may be in terms of United States ex- 
ports, production, and employment, they represent only a fraction of 
the total effect of our expansion program on United States business 
and employment, since every dollar spent in this country for electric 
power equipment for our Latin American operations is matched by at 
least $2.50 of export sales by American lair, for accessories, ap- 
pliances, machinery, and materials, which result from the availability 
of electric power in our operating areas. 

Here, then, are actual and potential orders for some $2 billion of 
American goods, American shipping and insurance, creating employ- 
ment for thousands of American citizens. 

While the electric power industry, which plays such an essentjal 
role in industrial and general economic development, may not be 
typical of other United States investments, there can be no question 
that trade does follow the dollar. It is no accident that the Latin 
American area, which has attracted over $8 billion of private United 
States capital, leads the world in its foreign commerce with this coun- 
try, which now amounts to over $8 billion : annually. 

‘Since my business experience has been in the Latin American in- 
vestment field, my statement today will be related primarily to our in- 
vestment and trade relationships with our good partners in Latin 
America which are so important to their development and to our own 
national welfare. 

It would be difficult indeed to overestimate the importance of these 
relationships. I firmly believe that no area in the world is of more 
significance to the United States in terms of mutual interest. 

Latin America buys 25 percent of our exports and supplies us with 
30 percent of our imported commodities. Included in these com- 
modities are strategic materials and essential foodstuffs that are 
urgently required to meet the daily needs of American industry and 
maintain the high living standards of our people, while in time of 
national emergency, the availability of Latin America’s strategic 
materials can be essential to our very existence as a nation. 

If we look at it from the Latin American viewpoint, we find that we 
purchase more than 40 percent of their exports and supply half of their 
imported goods. 

Significantly, more than 30 percent of all Latin American exports 
are the direct result of United States private investments. These in- 
vestments, moreover, result in payments of taxes and royalties to 
national and local governments of well over $1 billion annually, fur- 
nishing 15 percent of all Government revenues. 
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These American-owned enterprises pay out the equivalent of a bil- 
lion dollars a year in wages and salary payments to their 600,000 Latin 
American employees. 

Among other statistics developed by a recent study by the United 
States Department of Commerce on the contribution of private United 
States investments to the Latin American economy, were figures show- 
ing more than $1 billion in net foreign exe hange inflow to Latin 
America, and $214 billion worth of merchandise produced for sale 
in local markets by these American-owned companies—a net gain of 
$314 million to Latin America. 

These figures are exclusive of the value of the services rendered by 
public utility, trade, and other service industries which were indis- 
pensable to local commercial and industrial activities. 

I am sure that the gentlemen of this subcommittee have heard a 
great deal about the problems of United States private investors in 
Latin America. They are, in general, the usual problems encountered 
by investors in the world’s less developed areas, problems of de- 
preciating currencies, exchange controls, multiple currency systems, 
and per iodic exe hange blockages, recurring periods of social unrest, 
and politial and economic instability; a rising tide of nationalism, 
cleverly exploited by the exponents of international communism. 

And, finally, the basic problem, most serious in price-fixed indus- 
tries, such as the public utilities, of how to operate profitably in a 
highly inflationary economy. 

Yet despite these problems, which are more serious in some coun- 
tries than in others, private United States investment has continued 
to flow into Latin America, underlining the fact that United States 
private enterprise continues to have faith in the future of Latin 
America and in United States policy affecting that area. 

The very fact that these hearings are being held demonstrates that 
this committee is fully aware of the desirability of promoting an in- 

reasing flow of United States capital abroad, as a means of speeding 
the economic development of the world’s economically retarded areas 
and raising the living standards of their peoples. 

The chairman of this subcommittee recently stated in his excellent 
speech before the National Foreign Trade Convention that— 

All agree that this can best be accomplished by providing incentives for private 
American capital to go abroad. 

Since it is generally conceded that the major financial burden of 
economic development should be borne by private investment—do- 
mestic and foreign—it might be well to consider some of the motives 
that might induce a private investor to take his savings or his capital 
from the relatively safe and profitable environment of the United 
States to undergo ‘the hazards and risks of foreign investment. In 
some cases, the mot ive may be the desire to protect : an existing invest- 
ment, to maintain a m: arket position by getting behind traflic walls 
or other barriers, or to assure access to essential raw materials. 

But, the overriding motive, the only one which will bring about the 
broad and continuing flow of private United States capital into the 
mainstreams of industry i in the world’s less developed areas and, in 
the process, relieve the United States Government of much of its 
heavy burden of foreign aid, is the profit motive. 
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The urge to pioneer, to accomplish and to build, is a part. of our 
American heritage, but the driving force behind it all is the desire 
to produce something of recognized value for which adequate com- 
pensation will be received in the way of earnings or profits, and the 
greater the risk, the greater must be the opportunities for profits. 

At the present time, there is very little margin, if any, between the 
profits of United States private investors in Latin America and those 
available in the United States. 

I think this is pertinent to the question that was asked of the pre- 
ceding witness. 

Last year, our private investments in Latin America earned about 
13 percent on the average, before United States taxes, of which about 
101% percent was remitted to the United States. 

With Venezuela excluded, the average return on these Latin Amer- 
ican investments was reduced to 8 percent. 

And, bear in mind, that this was before Uncle Sam took his tax bite 
out of these foreign-earned profits. 

When it is considered that the return on net assets of leading cor- 
porations in the United States was about 1014 percent last year, after 
United States taxes, it can be seen that the profits on foreign invest- 
ment, after United Staes taxes, do not provide the incentive required 
for the broad flow of private capital into Latin America that is so 
urgently needed. 

Asa matter of fact, the high United States tax rate on these earnings 
creates an actual disincentive for foreign investment. This is a very 
serious matter, and I shall revert to it later. 

I know that the committee is particularly interested in hearing some 
of the obstacles that stand in the way of new and expanding investment 
in the less-developed countries. 

I have already referred to weak and unstable currencies, inflation, 
political and economic instability, extreme nationalism, and social 
unrest. There is also the hazard of property expropriation. 

Fortunately, this has not been a problem in most of the Latin 
American countries ; however, in some countries, there are nationalistic 
laws and regulations which prevent investors from hiring capable 
technicians and administrators of their choice, and there are various 
types of tax discrimination. 

In the electric power and transportation industries, specifically, 
there is the low rate of return on existing investments, which makes 
it difficult to raise additional capital, either locally or in the United 
States. 

The removal of these obstacles is, of course, as Mr. Waugh stated 
this morning in his testimony, the primary responsibility of countries 
which seek the assistance of foreign capital, but I believe that it is the 
responsibility of our Government, in administering its various pro- 
crams of foreign aid and international finance, to avoid creating the 
impression that such assistance is an easy alternative for a country 
which is unwilling to take the necessary steps to put its own house 
in order. 

This is one of the dangers inherent in the present trend toward the 
creation of additional financing agencies in the “soft loan” category. 

Of all the new agencies proposed or under active consideration, the 
Special United Nations Fund for Economic Development, or 
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SUNFED, undoubtedly poses the greatest threat to private investment 
in the world’s less- developed areas. . 

I am sure that most American businessmen feel that the Export- 
Import Bank, the International Bank, and the International Monetary 
Fund have each been doing a good job, in their special fields. 

More recently, the Development Loan Fund and the International 
Finance Corporation have been established. Both of these institu- 
tions are just getting underway, but, like the agencies previously 
mentioned, they have experienced and ‘capable management and I 
have no ps articular comments regarding them. 

As was pointed out in the final declaration of the Forty-fifth 
National Foreign Trade Convention, attended by some 2,500 people 
who are interested in foreign trade and foreign investment, new 


financing mechanism, with less ex xacting standards, still are being 
called for. 


These institutions would be designed, primarily, to provide grants, or loans 
on a long-term nominal interest basis repayable in soft currencies, for govern- 
ment-sponsored projects. * * * It can be seriously questioned whether there 
are any projects of real economic merit which cannot attract private capital 
and cannot qualify for assistance from the many existing (lending) institu- 
tions; and whether some of the governments concerned do not really prefer soft 
loans to sound loans and private investments. 


The quotation which I have read refers, of course, to the entire 
field of intergovernmental financing of economic development rather 
than to Latin America, 

The final declaration also— 
notes that preliminary consideration is being given to the establishment of an 
international development association and to the creation of certain regional 
institutions for financing economic development. It is difficult to predetermine 
the extent to which such agencies may or may not contribute to the realiza- 
tion of sound United States foreign policy objectives. * * * Nevertheless * * * 
the convention wishes to make known its opposition to the establishment of any 
institution which would result in duplication and overlapping of functions in 
the field of international finance, undermine sound international lending prac- 
tices, or weaken already deteriorating international standards of meeting 
financial commitments. 

The declaration questions, particularly, the need for or desir- 
ability of creating an international development association and voices 
the opinion that if the proposed regional financing agencies are created 
they— 
should provide financing only for projects which are economically sound and 
which will definitely contribute to the development of the individual member 
nations or area— 
and it makes the final point that financial activities of the proposed 
new agency— 
should not prejudice financing by private capital, undercut the Export-Import 
Bank, nor be prejudicial to private enterprise operations. 

I think it can be said to represent the viewpoint of the great majority 
of United States businessmen with investments abroad. 

There is, of course, a great deal the United States Government can 
do to improve the investment environment in foreign countries. 

So far as our friends in Latin America are concerned, it can be 
said to their credit that, while they are interested in long-term loans 
for economic development and in obtaining the cooperation of the 
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United States in solving their commodity problems, they are not 
looking for charity. 

What they want is the opportunity to build up their industries, 
improve their agriculture, produce and sell their products at fair 
prices in world markets, of which the United States market is, by far, 
the most important. 

It is difficult for many of our fellow citizens to realize how impor- 
tant the export market is to developing nations like those of Latin 
America. The flow of foreign trade, and the foreign investment so 
closely allied to it, constitutes their very lifeblood. 

Any slackening of the United States demand for Latin America’s 
exports produces important and serious repercussions on our sister 
republics, a fact which has been underlined by the events of the past 
year. 

One of the complaints most frequently heard in Latin America is 
that the United States, which exhibits great interest in its “good 
neighbors” in time of national emergency when their products are 
essential to our national defense, quickly forgets them when the emer- 
gency is over and proceeds to erect tariff, quota, and other barriers 
against their products. 

It is indeed, a disturbing fact that everyone of the 10 principal 
exports of Latin America, with the exception of coffee and bananas, 
which we don’t produce, recently has been the target of domestic pro- 
ducers who have been trying, with some success, to erect tariff, quota, 
or other barriers against their entry into the United States. 

The recent imposition of import quotas on lead and zinc is a case 
in point. 

In addition to these products, copper, petroleum, tung oil, fisheries 
nee and many other Latin American commodities are, or have 

en, among the targets of the restrictionists. 

My reason for going into the matter of foreign trade policy in some 
detail is my conviction that anything which creates bitterness toward 
the United States and leads to dissatisfaction with United States 
policy is injurious to the interests of United States private investors 
in the country concerned and interposes another obstacle to new in- 
vestment. 

I am sure that the members of this subcommittee are well aware that 
our inter-American trade and, therefore, our inter-American rela- 
tions are now in grave danger and that the opportunitistic agents of 
international communism and their ultranationalistic allies are mak- 
ing the most of it. 

In this connection, I would like to commend to the subcommittee 
a recent survey of Vision magazine on Communist penetration in 

Latin America, which discloses that over $100 million annually is 
being spent by the Communists to subvert the people of that area. 

Latin America cannot continue to progress economically, raise its 
living standards and earn the dollars with which to service the $9 
billion of private investment and the $2 billion of outstanding Export- 
Import Bank and ICA credits to say nothing of its obligations to the 
International Bank and other international agencies, unless it can 
count on a large and expanding United States market. 

Closely related to United States policy affecting Latin American 
exports is our attitude toward Latin American efforts to assure stable 





PRIVATE FOREIGN INVESTMENT 443 


market prices for its principal export commodities. The record export 
earnings which were one of the prime contributing factors to Latin 
America’s remarkable industrial growth in the postwar decade were 
largely the result of the good prices received for her export com- 
modities, 

During the period from 1939 to 1951, these prices were in strong 
uptrend. Since then, prices have tended to level off and, in 1957 
and 1958, they declined rather sharply, adversely affecting industrial 
production, per capita income, foreign exchange resources and foreign 
exchange rates of the Latin American countries. 

I know that officials of our Government have been deeply concerned 
by this development and that the United States is now participating 
with other countries in a number of commodity studies. 

It is to be hoped that they will result in solutions based on achieving 
a better balance between supply and demand, rather than participa- 
tion in commodity agreements designed only to support prices at 
artificial levels. 

The studies now underway should be helpful in producing statistics 
showing current production, consumption, and stocks of commodities 
in oversupply, the prospective supply and demand situation and the 
possibilities for achieving increased consumption. 

With such information on hand, producers in each nation should 
be in a better position to adjust their production schedules in accord- 
ance with prospective market requirements. 

I have referred to recent and pending policy decisions by the United 
States Government in the fields of international finance, foreign trade, 
and commodities which directly affect the environment for private in- 
vestment in Latin America. If time permitted, I would like to refer 
also to the effect of our antitrust legislation and its interpretation as 
applied to our foreign investments, to the activities of the United 
Nations agencies and their various missions in Latin America which 
are now always helpful to United States investment interests, and to 
the care which must be exercised in staffing, and not overstaffing, the 
embassies and many agencies of our Government abroad. 

But I want to devote the remainder of my time to some observations 
on United States policy on the taxation of income from foreign sources. 

As we all know from personal experience, the United States has 
one of the highest income-tax rates in the entire world. The tax dif- 
ferential in favor of foreign investment, however, is rendered ineffec- 
tive by our tax legislation. American businessmen long have urged, 
as the greatest immediate incentive for an increase in our foreign 
investments, that the United States adopt the principle which is recog- 
nized in the tax legislation of many foreign countries that income on 
foreign investments should be taxed only in the country where it is 
earned. 

By applying the high United States tax rate to foreign earned 
income, less developed countries whose economies are not able to stand 
a high tax rate, are deprived of one of the most important inducements 
they can offer to a potential United States investor. 

My own company, on various occasions, has been offered tax induce- 
ments by Latin American countries which have had no advantage for 
us, since it only meant that part of the taxes now paid locally would 
be paid, instead, to the United States Government. This situation is 
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contributing to a rising level of local taxation in Latin America which 
is rapidly closing the gap between their tax rates and ours and, thus, 
is reducing the tax take of our Government on the income of United 
States private investors without helping the United States companies 
directly concerned. 

It is sometimes contended that the provision of tax relief to our 
foreign investors will result in lost revenues to the United States 
Treasury. This viewpoint overlooks entirely the contribution of 
American companies which operate abroad to the well being of indus- 
tries operating within the United States. United States owned com- 
panies abroad are some of the best customers for the United States 
industry. 

I gave you a good example of it in the beginning of my statement. 

The potential ‘United States tax revenues on the income of industries 
which thus are provided with a market for their products abroad, and 
from the employees of such industries, would seem to greatly outweigh 
any temporary loss of revenue. 

The foreign- investment field and the foreign-trade field are highly 
competitive and the time may well come when United States industries 
and products will be squeezed out of important foreign markets as a 
result of competition from other nations. 

Various methods of reducing the impact of United States income 
taxation on foreign-source income have been suggested. Some repre- 
sent real changes in revenue taxation and others are merely designed to 
correct inequities. 

The present administration has recommended a 14-point reduction 
in the United States tax rate when applied to foreign-source income. 
The value of a reduced-rate tax incentive has been well demonstrated 
by the results of the Western Hemisphere Trade Corp. provisions 
which have been, and will continue to be, highly beneficial to the 
economic development of Latin America. 

The expansion of this incentive rate on a global basis should be 
generally beneficial. 

At this point I feel that I should endeavor to correct some con- 
fusion that exists in connection with the application of the Western 
Hemisphere Trade Corp. provisions as they apply to companies such 
as ours. I would like to point out first that all income from Latin 
America does not benefit from these provisions. 

The incentive rate does apply to the income of our United States 
incorporated oper ating companies, but it does not apply to the interest, 
dividends, and other income received by us from such companies and 
which form a pool of resources for our continuing expansion in Latin 
America. 

Neither does it apply to income received by this company from 
subsidiaries which, by reason of requirements of the countries in- 
volved, must be incorporated in Latin America. 

Suggestions have been made that United States taxation of foreign- 
source income might be deferred until such income is returned to this 
country. 

The chairman of this subcommittee made the very constructive sug- 
gestion at the foreign-trade convention that American concerns be 
allowed to organize base companies in the United States for the 
conduct of foreign business operations. Such corporations would pay 
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United States income tax on their foreign-source income only when 
such income was severed from the foreign operation. 

This change would be beneficial to ‘those companies that have re- 
sources within the United States to meet their o ligations to United 
States creditors and stockholders. 

In the case of our company, however, all our income is derived 
from Latin America, and much of the capital required for expansion 
must come from the United States. 

Therefore, we must bring our income to the United States and 
subject it to the high United States tax rate in order to service the 

capital obtained to develop our facilities abroad. 

Although a plan of this kind might not help our company unless 
its terms were sufficiently liberal to cover our situation, it represents 
enlightened tax legislation, since it would recognize the need of United 
States companies to ace sumulate e earnings for expansion abroad without 
being subjected to United States taxes. 

I referred previously to the efforts of some Latin American coun- 
tries to induce United States-owned enterprises to reinvest their 
earnings by providing tax incentives. 

ecuador, for example, provides for deduction from taxable income 
of 25 percent of amounts invested in the improvement and expansion 
of plants by industrial enterprises. 

Mexico provides for a deduction of a reinvestment reserve and 
exempts interest on bonds issued for the benefit of the electric industry. 

These concessions, however, tend to be nullified by the operation of 
the United States tax laws. 

There is another important area in our tax regime which involves 
an inequity to many United States corporations and where modifie: 
tion would give immediate tangible results. I refer to the foreign 
tax-credit provisions in our laws which probably represent the most 
beneficial tax legislation yet enacted in the United States with respect 
to the taxation of foreign income. 

Under the original provisions adopted in 1918, all foreign income 
taxes could be taken as a credit against the United States tax. Since 
that time several limitations on such use of foreign income taxes have 
been adopted. Some have since been discarded, but the most compli- 

cated one of all has been retained, the so-called per-country limitation. 
This outmoded concept requires the taxpayer to segregate foreign 
source income and foreign income taxes by countries in or -der to deter- 
mine the credit allowable against the United States tax. This pre- 
vents the use of excess credits in one country to offset the United States 
tax on income from another country where the foreign taxes may be 
less than the applicable United States tax. Asa result, taxpayers may 
pay a combined United States and foreign tax in excess of the United 
States tax payable if the income has been derived solely from a domestic 
source. That re ally is double taxation to that extent. That, of course, 
constitutes a real deterrent to foreign investment. 

The carryback and carryforward provisions enaced last session were 
helpful in relieving this situation; but even these provisions must be 
applied on a country-by-country basis and afford little relief to a com- 
pany which, year after year, has excess credits in the same country or 
countries. 
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In our own case, when we seek capital funds within the United 
States, we must pledge the credit of our entire system. Yet we may 
not consider our income from and our taxes paid to 11 countries in the 
aggregate as Latin American income and taxes. We must determine 
separately for each country the net taxable income and the foreign 
taxes paid. As a result, although we may have excess credits in sev- 
eral countries, and usually we do, we cannot use them to offset the 
United States tax on income from another country which may have 
a lower tax rate or may have granted a tax concession. We believe 
that a global approach to this foreign tax-credit problem is needed in 
order to promote expansion and development of United States indus- 
try in different foreign countries. Foreign income should be recog- 
nized as foreign income and not as income from country A, country B, 
or country C. 

The modification of the application of the per-country limita- 
tion, as proposed in the last session of Congress in identical bills— 
H. R. 6248, introduced by Congressman Herlong; H. R. 7247, intro- 
duced by Congressman Simpson; and S. 3472, introduced by Senator 
Smathers—would be extremely helpful in creating an environment 
conducive to a broader flow of United States private investment funds 
abroad and would remove an inequity existing in the present tax 
regime which has hampered the expansion of United States-owned 
private enterprises abroad. 

I thank you again for the opportunity you have given me to present 
the views of my company on this very important matter. 

Mr. Boces. Thank you very much for a fine contribution to the 
hearings. I might say that members of our subcommittee had con- 
siderable contact with your organization in Latin America last year, 
and you are to be commended in the job you do throughout the whole 
area. 

Mr. Bateooyen. Your remarks are greatly appreciated. 

Mr. Boges. Mr. Byrnes? 

Mr. Machrowicz ? 

Mr. Macurowicz. I am rather interested in one phase of your very 
fine statement. It brings up a matter very frequently overlooked, 
normally the stimulus to our own employment in the United States 
by the investment, capital investments, of the type that your company 
makes. Can you tell us something further about what type of pur- 
chases your company makes in capital goods in the United States? 

Mr. Bareooren. Although conditions vary from country to country, 
we figure generally speaking as a rule of thumb that 50 percent of the 
expenditures of our expansion program, our construction program, 
represents expenditures made in the United States. Now as far as 
our Western Hemisphere trade corporation subsidiaries are concerned, 
as you know, they are required to spend practically all their money in 
the United States. As far as the financing which we receive from the 
Export-Import Bank is concerned that must be spent in the United 
States, and I should say that the Export-Import Bank has been ex- 
tremely helpful to us at a time when we needed help very badly in 
financing our Latin American expansion. 

So when I speak of a $500 million program over the next 5 years of 
expansion, I am talking about probably $250 million worth of orders 
for turbines and generations and transformers and meters and copper 
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wire and everything else that goes into the building of our powerplants 
and transmission lines in Latin America. 

Mr. Macurowicz. So that actually about half of your capital in- 
vestment is in purchase of equipment in the United States? 

Mr. BaucooyeN. Yes, sir. And as I pointed out earlier in my state- 
ment, that is only part of the story because the availability of that 
electric power facilities the growth of local industry which, in turn, 
needs to import machinery and equipment and all sorts of things from 
the United States. So it is a snowballing affair. 

I believe that some years ago a statment was made before a con- 
gressional committee that the proper multiplier to use on an expan- 
sion program of our kind was 10 times, but in my statement I was very 
conservative. I said 214 times. But certainly that is very conserva- 
tive. ‘Two and one-half times the amount that we spend directly for 
equipment to go into our own plants is spent after the plants are in to 
import all kinds of electrical appliances, machinery, and equipment, 
which would not have been imported had it not been for these addi- 
tional supplies of our power. 

Mr. Macurowicz. I believe investments of the type of yours are most 
hard hit by the per-country limitation. I wonder what your views are 
on the proposal that the taxpayer be given an election between the 
overall fimitation and country-by-country limitation ? 

Mr. Batcooren. That, as I understand it, is the basic principle in 
Congressman Herlong’s and Congressman Simpson’s bills. We cer- 
tainly would be in favor of it. 

Mr. Macurowicz. Thank you. 

Mr. Boces. Thank you very much. 

Our next witness is Mr. James J. Mahon, Jr. We are glad to have 
you, Mr. Mahon. 


STATEMENT OF JAMES J. MAHON, JR., VICE PRESIDENT AND 
CHAIRMAN, EXECUTIVE COMMITTEE, CHAMBER OF COMMERCE 
OF GREATER PHILADELPHIA 


Mr. Manon. Thank you very much, and we appreciate the oppor- 
tunity to be here, Mr. Chairman. 

My name is James J. Mahon, Jr. I am from Philadelphia, and I 
am a partner in the accounting firm of Lybrand, Ross Bros. & Mont- 
gomery. You may know that is one of the major accounting firms. 
It conducts operations throughout the United States, and through 75 
offices of its international firm Cooper & Lybrand, it operates in some 
15 or 16 foreign countries. I have been a tax specialist in that firm for 
the past almost 20 years. I have written a good deal on taxation, 
including a number of technical tax books. 

I am also vice president of the Chamber of Commerce of Greater 
Philadelphia and the chairman of its executive committee. Gentle- 
men, it is in that latter capacity in which I appear before you here 
today. 

I have with me Mr. Miles Standish, who is the executive director of 
the trade development council of the Chamber of Commerce of Greater 
Philadelphia. 

Philadelphia has been vastly interested in foreign trade ever since 
its infancy. As you probably know, its port is one of the largest ports 
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in the United States. It is the first in imports throughout the country. 

Many of its companies have extensive operations abroad. And I 
would dare say there is a tremendous amount of additional capital in 
Philadelphia that might be expended abroad in the event that the 
proper incentives are created through con ressional action. 

Among these companies that operate abroad are the Philco Corp., 
Penn, Salt, Rohm & Haas, Wyeth, and Shar & Dohme companies, 
both of them heavy phar macetticals. The Electric Storage Battery 
Co. has been operating in England for almost 70 years. We have the 
Scott Paper Co. and then quite a number of smaller companies. In- 
deed, you might be interested to know that one of the companies is 
the Fleer Cor p. which is the world’s largest manufacturer and pro- 
ducer of bubble gum, double bubble gum. ~The Fleer Corp. has found 
that its products : are just as much in demand by the children of foreign 
countries as they are by the children of this country. Whether you 
like bubble gum or not, the fact is the Fleer Corp. found quite a de- 

mand for its products abroad. 

The Chamber of Commerce of Greater Philadelphia is the oldest in 
the United States and represents a cross section of commerce and indus- 
try in the tristate area adjacent to the navigable, lower Delaware River. 
Our port district is second in the Nation in total tonnage of cargo 
moved inward and outward but is first in import tonnage. Since 
early colonial times, the Philadelphia area has used its excellent ports 
as a gateway to the world of foreign trade and investment. Much of 
the great individual and corporate wealth of our area is the accumula- 
tion of generations of our business having trades and invested over- 
seas. It is fitting and natural, therefore, that our chamber of com- 
merce should have been the first to establish a foreign investment com- 
mittee devoted to the advancement of knowledge and skills in foreign 
operations among businessmen in the Greater Philadelphia area, and 
to increasing their awareness of opportunities for foreign investment 
and licensing. 

The chamber welcomes this opportunity to contribute to the work of 
this purposeful Subcommittee on Foreign Trade Policy by sending one 
of its elected officers who is so eminently qualified in the field to rep- 
resent it before the subcommittee and to present this written state- 
ment of the chamber’s views and opinions. 

In view of the wealth of studies, reports, facts, and figures which 
have been prepared by the professional staff of the subcommittee and 
the Departments of State and Commerce, the chamber concludes that 
the subcommittee is not holding these hearings solely to collect more 
detailed information on United States private foreign investment. 
Rather, the chamber assumes that the subcommittee seeks views and 
opinions to help it evaluate those facts and figures in terms of the na- 
tional interest in United States private foreign investment. The 
chamber has directed this statement toward that end. 

While readily admitting that the Greater Philadelphia area has 
perhaps a longer experience with overseas investments than have many 
other sections of the country, we submit. that United States private 
foreign investment is of vital importance to the citizens of every con- 
gressional district in the United States. That importance derives 
from the publicly little-appreciated fact that the military and eco- 
nomic security of this Nation, hence the living standards and the wel- 
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fare and happiness of everyone living in the United States, rests in the 
hands which control the foreign markets in which we must buy a wide 
variety of essential raw materials. A vast majority of Americans may 
have failed to grasp the significance of that fact but the Soviet leaders 
have not. Their recent machinations in upsetting the world market 
in zine give confirmation of this. 

Offered a bountiful and bewildering array of household appliances, 
automobiles, and foodstuffs for cash or credit, the American con: 
sumer has little reason for giving a thought to the sources of the raw 
materials going into the products which meet his, or her, daily needs 
or wants. Even many of the manufacturers who make those products 
fail to give more than momentary consideration to those sources when 
ordering from their suppliers. 

But those of us who live and work in port districts along the coasts 
of the United States cannot help being aware of the millions of tons 
of raw materials which must be brought from the four corners of the 
globe to satisfy the huge appetite of the American industrial machine. 
Save for the temporary stay accorded by Government and private 
stockpiling of essential materials, that industrial machine eal soon 
grind to a halt if deprived of even a few of the primary items which 
nature has denied this country. 

What would happen to the average American household if producers 
were to be cut off from their imports of nonferrous minerals needed 
to make the alloy steels and other metals which go into the manufac: 
ture of our automobiles, refrigerators, air conditioners, and heating 
equipment, to say nothing Of our military hardware? And what 
would breakfast be like if Communist-dominated governments should 
take over in Brazil, India, and Ghana, and refuse to sell us coffee, 
tea, and cocoa beans? Could our domestic producers of crude oil keep 
our automobiles and trucks on the roads, diesel locomotives on the 
railroads, planes in the air, heat in our homes, and steam in industrial 
and electric-generating boilers if the Soviets win over the Middle East 
rulers and the strong Communist Party comes into power in Venezuela ? 

These are not fanciful questions. The internal and/or external 
pressures of the Communists are ever-present realities in the daily lives 
of the governments of the countries from which we buy many vital raw 
materials and basic foodstuffs or which help to make up deficiencies 
in our natural resources. Any appreciable relaxation on our part in 
the current economic war effort could easily tip the political or eco- 
nomic balance in favor of the Communists in a number of those 
countries. 

Recognizing that the United States is not self-sufficient economically, 
we submit that our national interest demands that the sources of our 
vital imports remain in friendly hands, and that we be able to pay for 
those imports. Short of using armed force, there is a definite limit to 
the action which the United States Government can take to keep non- 
Communist foreign governments in power. And there is even a more 
definite limit to the amount of United States taxpayer’s dollars which 
‘an be used for that purpose or for buying our vital imports. But 
given the encouragement and the incentives, we maintain that United 
States private foreign investment can do both jobs much better and at 
less cost than can the United States Government. 
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In their drive toward world domination, the Communist powers 
appear confident that they have achieved a military stalemate which 
leaves them free to engage in economic warfare. By the inherent 
nature of their system and beliefs, the Communists appear better suited 
than we to wage the economic warfare which Mr. Khrushchev stated 
they have declared against us. 

aralleling Communist strategy in every country where they have 
taken over, or seek to take over, of driving for control of the labor 
unions in vital transportation and industry, their basic strategy is to 
gain control of sources and markets in order to deny at their will vital 
raw materials to the free world. That strategy is visible in their con- 
centration on political activity within, and economic pressures on, 
countries which are major producers or sources of essential or vital 
materials. 

Witness the Russian and Red Chinese drives, including the use of 
arms, toward putting native Communists in power in the rubber, oil, 
tin, sugar, rice, and spice producing countries of Southeast Asia; 
their use of Nasser and the Pan-Arab movement in a drive to control 
the Middle Eastern oil countries while at the same time employing 
growing native Communist parties in Syria and Iraq to counteract 
Nasser’s power there; their swapping second-hand military hardware 
for control of Egyptian long-staple cotton; the pressure of their offers 
or deals to take the total production of cocoa beans from Ghana, of 
copper and nitrates from Chile, rice from Burma, rubber from Ceylon, 
all of which countries are in serious economic difficulties because of 
their complete dependence upon the commodity involved. 

When internal political pressure or attractive deals to take the total 
production of a vital commodity fail to give the Communists the con- 
trol they seek, then they are quick with equipment and technicians 
and some funds to aid in the economic development of the countries 
important in their strategy. They are doing a good job in the latter 
field in India. Mr. Nehru assures his fellow countrymen that Rus- 
sian influence stops at economic development assistance but we note 
that one of his country’s state governments is in Communist control 
and that Communists and their fellow travelers give him political 
difficulties in other parts of India. Colonel Nasser tells his people a 
similar story but he has lost control of his country’s economic main- 
stay, long-staple cotton. _ And in doing so, Colonel Nasser has put in 
Communist hands the power to deny American spinners their require- 
ments of Egyptian long-staple cotton which blends so nicely with our 
synthetic fibers to make the wash and wear cloth now so popular in 
men’s and women’s clothing. 

In this economic war, the most effective ICBM in the arsenal of the 
United States is the initiative, know-how, and capital of American 
private enterprise operating overseas. The Chamber claims that each 
dollar of United States private foreign investment is worth at least 
$2 of United States Government money in grant-in-aid or loans to 
foreign governments. Eventually, the profits of the private invest- 
ment abroad make a contribution to the United States Treasury in 
taxes whereas Government grants and loans represent a continuing 
drain upon the Treasury. We do not say that United States private 
foreign investment is a total substitute for financial assistance to 
friendly or neutral foreign countries, but we do emphasize that the 
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more intensive and extensive the former, the less the need for the 
latter. 

And in this economic war, trade not aid is the most desirable psy- 
chological weapon we could employ. If they do not grow to resent 
continued help, relatives or friends in straightened circumstances tend 
to adopt the “Yes, but what have you done for me lately?” attitude. 
Both that resentment and that attitude colored our relations with cer- 
tain countries in Europe in recent years and are currently quite evident 
in those with some of our friends in Latin America. But trade is not 
only a psychological weapon, it also plays a key role in supplying us 
with vital raw materials. 

Strange as it may seem to many Americans who have such a diffi- 
cult time holding on to it in any quantity for any length of time, the 
American dollar is losing some of its glamor overseas. For many 
countries, it is too hard to come by except on loan from the United 
States Government or from one of the international financial agencies 
or from private banks, and sooner or later loans have to be repaid. 
This difficulty in securing enough dollars may stem from many sources 
but is usually either that the foreign country cannot sell us its products 
because of our tastes or our tariff or quota barriers, or that the foreign 
national economy is expanding at a very rapid rate and purchases 
from us tend to exceed sales to us. The customary reaction of most 
governments caught in a dollar dilemma is: Impose strict foreign 
exchange and import controls on dollar purchases but less or none on 
purchases in soft currencies. A good example of this reaction in gov- 
ernment action occurred in Brazil. 

And the dollar is losing lots of its former glamor with foreign 
government and private buyers because of the price of American-made 
products. Much of our highest standard of living in the world is 
due directly to the American worker receiving the highest wages in 
the world. Until very recently, every round of wage increases was 
accompanied by a comparable increase in productivity, either because 
of improved effort by the workers or improved efficiency in their 
machines, so that real labor costs did not rise. But the rate of increase 
in productivity of American industry is now down to about 2 percent 
per year with the unfortunate result that many American-made prod- 
ucts are being priced out of many foreign markets. 

Competition is keen in world markets between American-made prod- 
ucts and those produced elsewhere, with the former frequently losing 
out to the latter’s lower prices. The competition is not limited to 
consumer goods but extends to industrial machinery and Government- 
procured items like public works. 

With trade barriers of foreign exchange restrictions, import con- 
trols based on country of origin, and a pricing situation facing him, 
the American manufacturer has one of two alternatives. Either he 
can abandon his foreign markets and lose that percentage of his 
business which frequently means the difference between a profit and a 
loss on his overall operations, or he can hold and possibly expand his 
foreign markets by establishing manufacturing facilities in one or 
more countries abroad, preferably one whose currency and labor costs 
enable him to compete in world markets. If he chooses the first alter- 
native, the United States stands to lose. 








452 PRIVATE FOREIGN INVESTMENT 


The loss to our national economy is twofold. The primary loss is 
a reduction in our ability. to pay in local currencies for our vital im- 
ports. The secondary loss is frequently a direct one of the United 
States Treasury because the manufacturer’s volume of business and 
profits may go down and he would therefore pay less in taxes. The 
first loss to the Nation is the problem with which we are here concerned. 
If we can get the manufacturer to choose the second alternative 
described above, then his action will at the same time strengthen our 
national economy and strike a blow in the economic war in ‘which we 
are continually engaged. 

When an American manufacturer establishes a factory abroad, par- 
ticularly in an underdeveloped country, he has helped that country 
take another step along the road to ec onomic development. He is in- 
creasing employment, contr ibuting to raising the national income and 
hence standard of living, increasing the Government’s revenues by the 
taxes he and his employees pay, and, at the same time, reducing the 
country’s foreign-exchange requirements by producing a_ product 
formerly imported into that country. And the more steps of this 
nature taken by the country, the less the internal attraction to com- 
munism and the less the external pressure the Soviets can apply 
through trade or development offers. 

American manufactur ing investment is not the only means by which 
the United States can help underdeveloped countries along the road 
to economic development. American retailing investment should not 


be overlooked. The successful ventures of Sears. Roebuck & Co. in ° 


Latin America have in themselves caused minor industrial revolutions 
in Mexico, Brazil, and Colombia. 

Many local manufacturing enterprises, with the attendant reper- 
cussions in increased employment and raised standards of living for 
the employed as well as for Sears’ customers in better products at 
better prices, have been stimulated by Sears in those countries to im- 
prove products and methods of improving them. Sears has helped 
both new and existing manufacturers to raise or increase capital, im- 
port technicians and training specialists from the United States, and 
even to secure manufacturing licenses in some instances, all in line 
with Sears’ sound policy of buying as many items as possible from 
local manufacturers in the countries of their operations. This stimu- 
lation of industry by Sears has been true to a lesser degree in Peru, 
Cuba, and Venezuela because of smaller potential markets in those 
countries. 

But no matter how desirable these United States private foreign 
investments may be from national political and economic point of 
view, no American businessman can undertake the greater risks of 
investing his company’s time, effort, and capital abroad without 
justifiably having the promise of greater profits than if the same 
amount of time, effort, and capital were invested in the United States. 

It should be apparent, even to the casual observer, that the objec- 
tives of the foreign economic policy of the United States Government 
and the motivation of American private enterprise in investing abroad 
do coincide. The interest and motivation of American business is to 
derive the benefits of our American system. The major objectives of 
the United States national policy and the national interest should be 
a demonstration that our system is the best system. Through the type 
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of partnership which we propose of Government and business overseas 
striving for common objectives, we shall be demonstrating to the world 
that our capitalistic system does really work abroad as well as at home. 

Therefore, if it is in the United States national interest for American 
private investment to expand overseas, and of that there can be no 
doubt, then the responsibility lies with the United States Government 
to do its share by providing incentives which permit, even encourage, 
American private busines managers to embark upon ventures over- 
seas which promise profits to their companies for the greater risks 
involved therein. 

The chamber suggests incentives for profits, not guarantees of or for 
profits. The most immediately practical incentive is the tax incentive. 
Unfortunately, the provisions of the present Internal Revenue Code 
are not clearly conducive to expanding United States direct private 
investments abroad. It is true that there are some features of the 
Code which seem to favor foreign operations, and their presence un- 
doubtedly has inspired some United States corporations to increase 
direct investments abroad during the past decade. However, any tax 
benefits inherent in these provisions are either too small or too re- 
stricted to furnish a real incentive to foreign expansion or too uncer- 
tain to be relied upon by prudent American corporate management. 
As pointed out before, management as a steward or trustee, and pri- 
marily responsible for stockholders’ funds, cannot conscientiously ex- 
pose those funds to the additional complications and hazards of 
overseas investment in preference to the relative safety of domestic 
expansion, unless there are sufficient additional incentives to offset such 
complications and hazards. And these incentives must be material, 
they must be clear, and they must be certain, as certain as modern 
draftsmanship can make them. 

Let us point out some of the difficulties that confront American busi- 
ness under the ostensibly beneficial provisions of the existing Internal 
Revenue Code. There are several specific provisions granting tax 
relief to certain types of United States companies operating abroad 
and otherwise meeting certain stringent requirements. These include 
the Western Hemisphere Trade Corp., which is granted a United 
States rate concession of about 14 percentage points, to about 38 per- 
cent; and the possessions corporation which is exempt from United 
States income tax. However, as a practical matter, the conditions 
imposed upon the former and the geographic restrictions of the latter 
have resulted in both methods being relatively little used. 

Generally, there is also a United States tax advantage to be derived 
by an American company from the use of a foreign subsidiary where 
profitable operations are conducted abroad. This is because of the 
operation of the foreign tax credit. It permits a domestic corporation 
to take credit against its United States tax for foreign income tax by 
its foreign subsidiary. As a result, dividends received from the for- 
eign corporation are taxed in the United States at somewhat lower 
effective rates than those applicable to domestic income, and the effec- 
tive overall United States and foreign rate may be as low as 45 percent, 
as contrasted with the usual 52 percent rate. This maximum tax benefit 
of 7 percent from the receipt of foreign dividends is realized when 
the tax rate in the foreign country is exactly one-half the rate applica- 
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ble to domestic corporation income, i. e., when the foreign rate is 26 
percent. 

Actually, the principal advantage of operating through a foreign 
subsidiary, and particularly one subject to low foreign taxes, is the 
opportunity to reinvest the low-taxed foreign profits in other foreign 
operations before they are subject to United States tax; that is, before 
they are pulled down by the American parent as dividends or in liqui- 
dation. The potential benefits are greatest where the foreign sub- 
sidiary is incorporated in a tax-sanctuary or tax-haven country, such 
as Liechtenstein, Liberia, or Panama. 

However, the hoped-for benefits from the use of foreign subsidiaries, 
and particularly tax-haven based holding companies, are not neces- 
sarily a sure thing, they simply cannot be relied upon with any cer- 
tainty by prudent management in formulating a course of action. 

he Treasury has accelerated its scrutiny of the methods established 
for foreign expansion by American industries. Since practically all 
transfers of property from an American corporation to its foreign 
subsidiary are taxable transactions, moot questions of valuation can 
arise particularly as to patents and other intangibles, and heavy capi- 
tal gains taxes can be asserted. And when a newly established foreign 
corporation is deemed to ke a sham, organized solely for the purpose 
of diverting domestic taxable income to foreign countries, the Treas- 
ury has the power under code section 482 to subject such income to 
United States taxes. Whether the Treasury and the courts will be 
tough or moderate in reviewing these cases is conjectural, opinion 
ranges in both directions; and even if the dignity of a foreign cor- 
poration is ultimately respected, purchases and sales between the do- 
mestic and foreign companies may provoke a question as to the fair- 
ness of prices charged or paid by the American company and the 
resultant reasonableness of the allocation of net income between the 
two entities. If there is deemed to be an unreasonable assignment of 
income to the foreign subsidiary, the United States parent can be 
subjected to tax thereon, and reasonableness may be a rather nebulous 
thing. 

The potential tax benefits from operating abroad, and particularly 
those from establishing subsidiaries in foreign tax havens, have re- 
cently inspired a great deal of publicity, in the Wall Street Journal, 
in lectures, and in technical papers and pamphlets. And, many 
medium-sized companies, encouraged by the possibility of avoiding 
high United States taxes and obtaining before-tax capital, are getting 
their feet wet and venturing into foreign operations on a fuller scale. 

Unfortunately, not only are their hoped for tax benefits uncertain, 
but in many cases their investments have been unnecessarily and 
unduly subjected to the hazards of seizure, sequestration, and blocked 
currencies. 

American business deserves better than this. Not only is incentive 
needed but business should not be forced by the incidence of taxation 
to artificially dam up funds abroad. 

Several presidential commissions and private organizations, such 
as the United States Council of the International Chamber of Com- 
merce and the National Foreign Trade Council, have recommended 
the reduction or elimination of corporate taxes on income earned 
abroad as a powerful incentive to private foreign investment. These 
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recommendations have taken several forms: the complete exemption 
from corporation income taxes of income earned abroad (Interna- 
tional Development Advisory Board, 1951); partial and selected re- 
ductions (the Gray report, 1950, and the Paley Commission report, 
1952) ; a reduction in the corporate rate by at least 14 percentage points 
on income from investment abroad (Randall Commission on Foreign 
Economic Policy, 1954, Richard Nixon, 1957); and the deferral of 
United States taxes on that portion of income from direct investments 
abroad which is reinvested abroad (Barlow and Wender; and Na- 
tional Planning Association, 1957). 

The very authority of these groups and the weight of their recom- 
mendations undoubtedly merits congressional attention and action 
during the forthcoming session. If so, uncertainty concerning pres- 
ent tax advantages may be dissolved, and then taxes will loom even 
more important and certain as a factor influencing United States 
direct investments abroad. 

If the 86th Congress will adopt legislation providing tax incentives, 
including H. R. 12368 as introduced into the 85th Congress by the 
distinguished chairman of this subcommittee, then Congress will have 
given clear direction to the executive departments to cooperate with 
private enterprise in advancing the national economic interest. While 
such cooperation has often been sought at the highest levels in the 
executive departments, practical implementation at home and abroad 
by Government officials at the operating levels has sometimes been 
lost because those officials were not familiar, by experience or training, 
with the problems faced by United States business. The lack of that 
familiarity by some operating officials has tended to defeat the intent 
of Congress, and the expressed purpose of their superiors and the 
President, by discouraging private enterprise from investing abroad. 

The national economic interest demands, therefore, that the Con- 
gress act by providing the tax incentives which will encourage direct 
private investments abroad. By such action, the individual Members 
of Congress will be protecting the basic interests of their constituents 
by employing to the fullest in this economic war the one weapon which 
our Communist enemies do not have, free and competitive private 
enterprise. 

We in the Chamber deeply appreciate the opportunity to appear 
before you here today. I have run a little over my time, but I would 
be very happy to stay as long as you would like. 

Mr. Boces. Thank you very much, Mr. Mahon. I presume that 
you would like to include the article attached to your statement in 
the record. 

Mr. Manon. Yes, sir. I would like to include it in the record, if 
you please. 

(The information referred to follows:) 


[L. R. B. & M. Journal, April—June 1958] 
TAXES AND KHRUSHCHEV 
By James J. Mahon, Jr. 


“We will make war on you through peaceful trade to see which system is the 
best.” 

These words were spoken several months ago by Nikita Khrushchev—and 
the implications of his challenge are apparent to every thoughtful American. 
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The aggressive Russian policy is being implemented by offers of financial and 
technical assistance to underdeveloped countries on a government-to-government 
basis. The extent of this assistance may be gathered from Time magazine of 
January 13 of this year which stated that the Soviet bloc has aid agreements 
with 11 uncommitted nations; its scientists and technicians are spread through- 
out 8 more. In addition the Russians have given $1% billion worth of agricul- 
tural machinery for a state-operated mechanized farm in India, not to mention 
$270 million in credits. 

The same magazine tells of Red generosity to Egypt where an additional $175 
million in credits has been accepted by Nasser despite a previous disillusioning 
experience in a $250 million barter deal of Egyptian cotton, for deficient crude 
oil, coarse newsprint and Israel-captured Czech arms. Afghanistan, half of 
whose foreign trade is now with Russia, has received $145 million in Soviet 
credits. An offer of a $100 million loan had been tendered to, but had not yet 
been accepted by Indonesia. 

Closer to home, the Soviets have shown interest in Brazil with an offer of 
technical aid and equipment to Petrobas, the Government-owned agency for 
the location and exploitation of Brazilian oil. 


UNITED STATES STATE DEPARTMENT PLAN FOR MEETING THE CHALLENGE 


This Russian foreign economic campaign has not been met with indifference 
by our own Government. On January 8, 1958, Douglas Dillon, Deputy Under- 
secretary of State for Economic Affairs in an address given in Philadelphia, 
commented on the State Department’s plans to meet the Soviet challenge. The 
Department is developing a forward-looking and consistent trade policy, particu- 
larly toward the lowering of tariffs and other artificial trade obstructions. The 
Deputy Undersecretary also expressed hope of furnishing technical knowledge 
to less-developed countries. 

Financial assistance, Mr. Dillon said, not of the Marshall plan type, but on 
a more businesslike basis would be another weapon used in this economic warfare. 
Assistance would take the form of export-import bank loans, development loan 
fund advances, and increased direct private investment by American business— 
not on a government-to-government basis, nor a government-to-business basis, 
but on a business-to-business basis. By its nature, and because it worked before 
in cementing a once undeveloped group of territories into 48 homogeneous States 
of the United States—this is probably the most important single method of 
selling our system to the world as “the best.” 

It is noteworthy that the State Department looks to American business for 
the implementation of the most important facet of its plan—the making of 
increased direct private investments abroad. Whether United States industry 
will respond may largely depend upon whether the usual risks of foreign opera- 
tion (e. g., seizure, sequestration, blocked currencies, etc.) are to be offset by 
tax advantages in foreign operations. The point is, that if there are to be tax 
benefits in foreign operations, as contrasted with domestic, United States busi- 
ness will respond with increased foreign investments—otherwise, it will not. 
And taxes are definitely an important factor. 





TAXES NOT A FACTOR IN PRE-WORLD WAR OPERATIONS ABROAD - 


Prior to World War II, taxes were not a factor in encouraging United States 
business to invest abroad. During the twenties and thirties United States 
corporation income tax rates were not nearly as high as they are now. They 
generally ranged from 12 to 19 percent, as compared with the present 52 percent 
rate. Since they weren’t uncompetitive with most foreign rates, they didn’t 
provoke a flight of capital, and income, to foreign countries. Rather, American 
corporations invested abroad as a natural consequence of some phase of their 
domestic operations. 

As a matter of fact, the vastly greater part of American operations was con- 
ducted by the corporate “giants’—and not by the rank and file of American 
corporations. Indeed, even in 1950, less than one-half of 1 percent of over 


1 See Foreign Investment and Taxation, Barlow and Wender, ch. 2: and Promoting United 
States Private Investment Abroad, National Planning Association, for much of the material 
contained in this section. 
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550,000 American corporations had investments abroad—and a large proportion 
of these were known to have no foreign investments outside of Canada. What’s 
more, 98 percent of the value of direct foreign investments of United States 
corporations in 1950 was held by 442 companies ; 62 of these companies held over 
70 percent of the foreign investment by corporations ; and 10 companies accounted 
for about 40 percent of the total investment. ; 

These corporate “giants” would include such companies as United Fruit, 
Cerro de Pasco, the Standard Oil companies, Texas Co., Armour and Swift, 
duPont, International Harvester, General Motors and Ford, Goodyear and Fire- 
stone, Eastman Kodak, International Telephone & Telegraph, American & Foreign 
Power, and Woolworth and Sears, Roebuck. 

If taxes were not a factor—what then did motivate such companies as these 
in making large foreign investments? Usually, the decision to invest abroad 
was a natural consequence of some phase of their domestic operations. 

Those that were engaged in the extraction of natural resources, either for sale 
or for use as a raw material in their manufactured product, simply sought addi- 
tional sources of minerals and petroleum wherever they occurred. And since 
rich deposits occurred just as frequently, if not more so, in foreign countries as 
in the United States, large American extractive industries expanded into these 
foreign areas with substantial investments in exploration, extractive and prepa- 
ration facilities. The same was true of companies dealing in agricultural prod- 
ucts. Thus, even in the early part of the century before World War I, when 
the United States itself was still largely a capital-importing country and its 
own natural resources were being exploited with the aid of foreign capital, a 
considerable part of United States investment capital in turn was going into the 
development of the natural resources and agriculture of foreign countries. And 
coincidental therewith large investments were made in foreign railways, port 
facilities, and pipelines to transport and handle the product. 

Examples of these investments were the mining enterprises in Canada and 
Latin America, the branching out of the American packing industry in South 
America, the Central American banana enterprises, and the sugar plantations 
in Cuba. And the continued foreign expansion of American mineral and agri- 
cultural producers is well known—and is primarily motivated by the desire for 
raw material sources. 

Those companies that were engaged in manufacturing also invested abroad as 
the natural consequence of their domestic operations, primarily for the protec- 
tion and maintenance of foreign markets. Usually these markets were estab- 
lished initially by exports from the United States. However, because of the 
threat of local or other foreign competition, or as the result of foreign tariffs or 
import controls, assembly or manufacturing plants generally were required to be 
established in foreign countries to maintain or expand these markets. Indeed, 
import restrictions forced many American manufacturers with existing foreign 
assembly plants to produce more and more of the constituent parts of their prod- 
ucts in foreign plants. 

This emphasis on investment in foreign manufacturing activities as contrasted 
with natural resources and agriculture began soon after World War I when 
American manufacturers began the production of agricultural implements, shoe 
machinery, cash registers, telephones, automobiles, and electric refrigerators in 
Europe and certain British dominions. And the continued further expansion of 
American-made plants into other areas of the world up to 1959 is well known— 
and was similarly motivated by the desire to maintain or expand foreign 
markets. 

Thus, up to about 1950, foreign investment was motivated by the desire for 
raw materials and the maintenance and expansion of foreign markets. Taxes 
simply were not a factor. What's more, the level of United States direct 
investments abroad by 1950 was not significantly higher than in 1929. While the 
dollar balances were $7.5 billion in 1929 and $11.8 billion in 1950—it is likely 
that when expressed in terms of 1950 dollars, they would be about the same. 

(A table summarizing United States direct private investments abroad by 
industry and by area at selected dates from 1897 to 1955 appears as appendix 
I hereto.) 

‘ 
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TAXES NOW ARE A FACTOR IN FOREIGN INVESTMENT AND OPERATIONS 


Taxes are now a factor in determining whether to operate abroad—and how. 
Indeed they tend to furnish some stimulus to United States corporations to 
increase direct investments abroad—and if Congress were to amend the tax 
law in accordance with recommendations made by various interested groups, 
an even greater stimulus to foreign investment would result. 

The 52 percent United States corporation income tax rate not competitive with 
those in many countries.—First of all, the present United States corporation 
income tax rate of 52 percent is generally not competitive with rates in most 
foreign countries. Except for such highly developed countries as Canada, the 
United Kingdom, West Germany, and Austria, where the tax rates approximate 
those in the United States, most countries, and particularly the lesser-developed 
countries industrially, impose taxes at substantially lower rates than those in 
the United States. For example, the Bahamas, Bermuda, and Uruguay impose 
no income tax. Rates in Haiti run to a maximum of 30 percent, in Liberia to 25 
percent, Netherlands Antilles to 24 percent, Venezuela to 26 percent, Costa Rica 
to 30 percent, Nicaragua to 18 percent, Philippines to 28 percent, Bolivia to 25 
percent, Brazil to 20 percent, Colombia to 31%, percent, and Paraguay to 17 
percent. 

Secondly, some countries in addition to having low tax rates on income derived 
from sources within the country, impose little or no income or capital taxes 
on income of domestic companies derived from sources outside the country. 
These countries of late have been termed “tax sanctuaries” or “tax havens.” 
Better known examples of such countries are Panama, Liberia, and Liechtenstein. 
Corporations organized under the laws of these countries are not taxable on 
income derived from sources outside the respective countries. Thus, dividends 
received by a Panamanian corporation on stock in a corporation located in still 
another foreign country are not taxable in Panama. 

Finally, some countries, eager for investment by American corporations, offer 
certain tax concessions, and indeed even complete exemptions to foreign busi- 
nesses newly locating therein. Puerto Rico is an example. It offers virtual 
freedom from Puerto Rico taxation to Ameriean industries establishing manu- 
facturing plants therein and meeting certain other requisites such as the em- 
ployment of Puerto Rico nationals. 

Such are the most important basic differentials between United States taxa- 
tion and that of many foreign countries. These differentials, which tend to 
favor foreign countries, are furnishing increasing incentive to American business 
to establish operations abroad. 


SOME FEATURES OF THE PRESENT UNITED STATES TAX LAW FAVOR FOREIGN OPERATIONS 


Despite the recommendations by several responsible groups that the United 
States tax law be amended to offer greater tax incentives to foreign investment, 
there are some features of the existing Internal Revenue Code which tend to 
favor foreign operations. 

While it will be seen that there may be a distinct United States tax advantage 
in operating through a foreign subsidiary, there also may be some tax advantage 
to a domestic parent conducting particular foreign operations through unin- 
corporated branches. Certainly, if losses are anticipated during the early years 
of foreign operations, it is advantageous to have such losses underwritten by the 
United States Government to the extent of the 52 percent tax rate and deducted 
from the otherwise taxable income of the United States parent. This is possible 
where such losses are those of a branch and not those of a separate corporation. 
Also, an extractive industry entitled to the benefits of percentage depletion for 
United States tax purposes will benefit from operating its foreign extractive 
operations through branches of the United States parent company—because the 
branches’ percentage depletion is available to the parent. 

Generally, though, where profitable operations are conducted abroad, there 
is a distinct United States tax advantage derived from operating through a 
foreign subsidiary. This is because of the operation of the foreign tax credit. 
It permits,a domestic corporation to take credit against its United States tax for 
foreign ificome tax paid by its foreign subsidiary. As a result, dividends received 
from the foreign corporation are taxed in the United States at somewhat lower 
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effective rates than those applicable to domestic income—indeed the effective 
overall United States and foreign rate may be as low as 45 percent as con- 
trasted with the usual 52 percent rate. This maximum tax benefit from the 
receipt of foreign dividends is realized when the tax rate in the foreign country 
is exactly one-half the rate applicable to domestic corporation income—i. e., 
when the foreign rate is 26 percent. 

Actually, the principal advantage of operating through a foreign subsidiary, 
and particularly one subject to low foreign taxes, is the opportunity to reinvest 
the low-taxed foreign profits in other foreign operations before they are subject 
to United States tax; that is, before they are “pulled down” by the American 
parent as dividends or in liquidation. The potential benefits are greatest where 
the foreign subsidiary is incorporated in a “tax sanctuary” or “tax haven” 
country such as Liechtenstein, Liberia, or Panama—although more about “tax 
haven” companies later. 

Finally, there are several specific provisions in the United States Internal 
Revenue Code granting tax relief to certain types of United States companies 
operating abroad and otherwise meeting certain stringent requirements. These 
include the Western Hemisphere Trade Corp., which is granted a United States 
rate concession of about 14 percentage points (to about 38 percent); and the 
“possessions corporation” which is exempt from United States income tax. How- 
ever, as a practical matter, the conditions imposed upon the former and the geo- 
graphic restrictions of the latter have resulted in both methods being little used. 

Potential tax benefits from foreign operations receiwing increased attention from 
corporate management.—The potential tax benefits from operating abroad, and 
particularly those from establishing subsidiaries in foreign tax havens, have 
recently inspired a great deal of publicity—in the Wall Street Journal, in lectures, 
and in technical papers and pamphlets. And many medium-sized companies, 
encouraged by the possibility of avoiding high United States taxes and obtaining 
before-tax capital, are “getting their feet wet” and venturing into foreign opera- 
tions on a fuller scale. The degree of these new foreign operations vary. Some 
are simply selling agencies for United States manufactured products. Others 
are foreign assembly plants of United States manufactured components. And 
still others are almost self-sufficient manufactuding plants established in foreign 
countries. Except for the extractive operations of the extractive industries, 
these operations generally are being conducted through newly organized foreign 
corporations—and published reports seem to indicate the growing popularity 
of the tax-haven-based holding company to hold the investments in these opera- 
tions abroad. 

Thus, it seems apparent that taxes have become a factor in foreign operations— 
and that the recent spectacular increase in United States direct private invest- 
ments abroad may be attributable, in some part, to the growing recognition that 
there may be potential tax benefits from foreign operations. 


THE TAX FACTOR AS A FUTURE INCENTIVE TO FOREIGN INVESTMENT AND OPERATIONS 


Whether the tax factor will provide an incentive to further foreign expansion 
by American industry in the future depends upon two agencies—the United States 
Treasury and Congress. The Treasury’s attitude in administering the existing 
provisions of the tax law favoring foreign operations can have an encouraging 
or discouraging effect on American business’ future actions, and Congress’ 
action in either granting or not granting additional United States tax con- 
cessions on income earned abroad can similarly affect business decisions. 

The ostensible tax benefits hoped for by American industry are not necessarily 
a sure thing. The Treasury has accelerated its scrutiny of the methods estab- 
lished for foreign expansion by American industries. When a newly established 
foreign corporation is deemed to be a sham, organized solely for the purpose of 
diverting domestic taxable income to foreign countries, the Treasury has the 
power under Code section 482 to subject such income to United States taxes. 
Whether the Treasury and the courts will be tough or moderate in reviewing 
these cases is conjectural—opinion ranges in both directions; and even if the 
dignity of a foreign corporation is ultimately respected, purchases and sales be- 
tween the domestic and foreign companies may provoke a question as to the fair- 
ness of prices charged or paid by the American company and the resultant rea- 
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sonableness of the allocation of net income between the two entities. If there is 
deemed to be an unreasonable assignment of income to the foreign subsidiary, 
the United States parent can be subjected to tax thereon—and reasonableness 
may be a rather nebulous thing. If the Treasury’s policy in these things is 
unduly restrictive, the hoped for tax benefits will abort, and taxes may furnish 
less of an incentive to invest abroad, at least under the present provisions of the 
law. 

Possible congressional action.—Several Presidential commissions and private 
organizations, such as the International Chamber of Commerce and the National 
Foreign Trade Council, have recommended the reduction or elimination of cor- 
porate taxes on income earned abroad as a powerful incentive to private foreign 
investment. These recommendations have taken several forms: the complete 
exemption from corporate income taxes of income earned abroad;?’ partial and 
selected reductions; * a reduction in the corporate rate by at least 14 percentage 
points on income from investment abroad;* and the deferral of United States 
taxes on that portion of income from direct investments abroad which is 
reinvested abroad.* 

The very authority of these groups and the weight of their recommendations 
undoubtedly will earn congressional attention and possibly action during the 
forthcoming session. If so, uncertainty concerning present tax advantages may 
be dissolved, and then taxes will loom even more important and certain as a 
factor influencing United States direct investments abroad. 

Certainly additional private foreign investment is most desirable, if not abso- 
lutely essential to the United States’ future well-being as a world power. Tax 
incentives can stimulate such investment. Even the deferral of United States 
taxes on foreign income which is reinvested abroad would provide a powerful 
incentive, and with little or no ultimate loss of revenue to the Treasury. As a 
minimum, Congress should so provide during the coming session. 





2 International Development Advisory Board (1951). 

* The Gray Report (1950) ; and the Paley Commission Report (1952). 

* Randall Commission on Foreign Economic Policy (1954) ; Richard Nixon (1957). 
5 Barlow and Wender; and National Planning Association (1957). 
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Mr. Boses. Is your colleague here to make a statement ? 


STATEMENT OF MILES STANDISH, EXECUTIVE DIRECTOR OF THE 
TRADE DEVELOPMENT COUNCIL OF THE CHAMBER OF COMMERCE 
OF GREATER PHILADELPHIA 


Mr. Sranpisu. I am Miles Standish, the executive director of the 
trade development council of the Chamber of Commerce of Greater 
Philadelphia. 

Mr. Boces. Are you a direct descendant of your namesake? 

Mr. Sranvisu. Yes, I am. 

Mr. Boees. Weare glad to have you here. 

Mr. SranpisH. I would like to add and request permission, Mr. 
Chairman, to file a supplemental statement from the chamber from one 
of our very active members of our board of governors, Mr. Harvey 
Williams, who is president of the Philco International Corp., and also 
president of the International Management Association, and one of the 
outstanding operators, shall I say, of American foreign investment. 
Mr. W illiams wanted to be with us here today but is le aving tomorrow 
morning, as I understand you are Mr. Chairman, for Europe. 

Mr. Boggs. Correct. 

Mr. Sranpisn. And we ask permission to file this statement from 
him as a case history of United States private foreign investment. 

Mr. Bocas. Without objection the statement will be included in the 
record at this point. 

(The information was not available at time of going to press.) 

Mr. StanpisH. Thank you. 

Mr. Boces. Any questions ? 

Thank you very much. 

Mr. Manon. Thank you very much. 

Mr. StanpisH. Thank you. 

Mr. Boces. Our next witness is Mr. Geiger. 

It isnice to have you here. Weappreciate your coming. 

Mr. Geiger. Thank you, sir. 


STATEMENT OF THEODORE GEIGER, CHIEF OF INTERNATIONAL 
STUDIES, NATIONAL PLANNING ASSOCIATION 


Mr. Gericer. My name is Theodore Geiger. I am chief of inter- 
national studies of the National Planning Association, a nonprofit, 
nonpartisan institution in Washington, D. C. However, the views I 
express today are my own and are not to be construed as necessarily 
those of the National Planning Association. 

I am honored to accept Chairman Bogg’s invitation to summarize 
for the subcommittee some of the main conclusions to be drawn from 
the series of case studies of United States business firms abroad under- 
taken by the National Planning Association since 1953. These are 
detailed studies of the activities and policies of carefully selected 
United States business corporations operating in underdeveloped coun- 
tries. Their purpose is twofold: (1) to explain the economic and 
social contributions made by outstanding American companies to the 
advancement of the underdeveloped countries in which they have 
invested; (2) to show how United States business firms can conduct 
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themselves abroad so as to win local acceptance and respect. The 
companies studied in this series have been chosen as illustrative of these 
points. In each case, we have ascertained before undertaking the 
study that the company has a good reputation among objective ob- 
servers both in the United States and in the underdeveloped country 
where it operates. 

So far, we have published studies of seven companies. These are: 
Sears, Roebuck in Mexico, S. A.; W. R. Grace & Co. in Peru; the Phil- 

ippine American Life Insurance Co.; the Creole Petroleum Corp. in 

Venezuela ; the Firestone operations in Liberia ; Stanvac in Indonesia ; 
be the United Fruit Co. in the Caribbean. Others are in various 
stages of preparation, including Trans World Airlines in Ethiopia 
and the General Electric Co. in Brazil. We hope to study a total of 
about 15 companies before terminating the series with a final volume 
of general analysis and conclusions. 

In this short statement, I can only speak in general terms about the 
characteristics of the companies we have already studied in detail. 
They cover a wide range of economic activities from the growing of 
natural rubber to retail merchandising and from the operation of an 
airline to the sale of insurance. In all cases, however, there are cer- 
tain common elements which are mainly responsible both for the finan- 
cial success of these companies and for the high regard in which they 
are generally held in the underdeveloped countries in which they oper- 
ate. It is important to recognize that their enviable reputations have 
been achieved not through what might be called self-denying altruism. 
Rather, the very policies and programs which have contributed so 
importantly to the economic and social advancement of the host coun- 
tries have been of direct interest and benefit to the companies them- 
selves. These companies deserve praise not for altruism but for the 
ingenuity, patience, and good will with which they have harmonized 
their own interests with those of the host countries. 

This concern for mutual benefits can be seen most clearly in the 
education, health, and welfare programs carried on by virtually all 
of these companies. Such programs make a direct contribution to 
productivity. Indeed, they are essential in many underdeveloped 
countries if an adequate labor force is to be recruited and trained and 
if absenteeism and turnover are to be kept within economical limits. 
Hence, where minimum facilities for medical care, schooling, housing, 
food, recreation, et cetera, do not exist, foreign-owned companies 
must create them if their own operations are to be economically 
successful. 

What is noteworthy regarding the companies already studied is the 
fact that their education, health, and welfare programs go consider- 
ably beyond the minimum requirements, thereby contributing more 
substantially both to the company’s productivity and to the country’s 
economic and social advancement. In countries which have as yet 
been unable to develop an adequate public school system, some Ameri- 
can companies are providing not only a complete elementary educa- 
tion for employees’ children but also courses for adults in basic literacy 
and English. In addition, these companies have extensive training 
programs under which employees can learn both the jobs for which 
they are initially hired and the higher skills required for upgrading 
themselves. Nearly all companies also have advanced scholarship 
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programs which pay for technical training at secondary schools and 
colleges within the host country and for postgraduate training in 
engineering or technical subjects at universities in the United States. 

Health programs are often more comprehensive than the educational 
facilities. For example, Firestone in Liberia operates 2 complete 
jhospitals and more than 50 clinics to serve the needs of its 25,000 
workers and their many dependents, who are also entitled to free 
medical care. In other cases—for example, Creole Petroleum in 
Vi aman th company entica not to operate hospitals and clinics 
itself but provides financial resources to local communities specifically 
for this purpose. 

These companies also engage in a wide variety of employee welfare 
activities. Many have extensive housing projects for workers and 
their families, and recreational facilities are also provided. In loc: 
tions where food supplies are inadequate, either quantitatively or 
qualitatively, companies usually issue supplementary rations or sell 
foodstuffs at subsidized prices in order to insure a satisfactory diet 
for workers and dependents. 

These and many other education, health, and welfare programs also 
have indirect benefits for the countries concerned. They provide 
standards for other foreign-owned and for locally owned enterprises 
to meet. They continuously train large numbers of teachers, nurses, 
medical technicians, sanitarians, and other welfare personnel, who 
then move on to other jobs in their countries. They help to foster 
the evolution of effective self-government and to promote the economic 
and social progress required to satisfy the changing needs and aspira- 
tions of the people. 

From the viewpoint of the host countries, the spirit in which com- 
pany policies and programs are conceived and executed is often more 
unportant than the specific benefits derived from education, health, 
and welfare activities. A sine qua non for local acceptance of an 
American company is the conviction on the part of the inhabitants 
generally that the company sincerely respects them and is actively 
concerned with the welfare and progress of their country. No matter 
how helpful and constructive a company may be in specific ways, unless 
the local people believe that it is basically motivated by a genuine 
regard for them, it is not likely to escape resentment and dislike. 

The most important way in which a company can convincingly 
demonstrate its basic respect for the host country 1s “ta its policies for 
the training and promotion of the local people. Mention has already 
been made of the opportunities and facilities which virtually all of 
these companies provide their employees for acquiring semiskills and 
skills of all kinds and for obtaining advanced training at institutions 
of higher learning in their own countries or in the United States. In 
most of these companies, concern for the advancement of local people 
does not stop with such education and training. It also includes a 
positive company policy of promoting loca] employ ees to any position 
within the company for which they can qualify. I do not believe that 
the importance of such a policy can possibly be overemphasized. The 
opening of top-level executive and managerial positions to qualified 
local people is a crucial element in the acceptance of American com- 
panies by host countries. This policy must also include provision 
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of facilities for acquiring the necessary training and experience wher- 
ever other opportunites for so doing are lacking. 

The less developed the host country, the greater are the benefits 
which it derives from conscientious company training and promo- 
tion policies. In Liberia, until a few years ago, virtually every auto- 
mobile driver and mechanic, typist and bookkeeper, machinery re- 
pairman and retail clerk received his or her initial training by work- 
ing for Firestone and then moved on to other employment within the 
country. Even in a comparatively advanced country like Brazil, 
many of the top officials of locally owned banks and business firms 
acquired their early training at the First National City Bank. The 
American companies studied have in effect been continuously re- 
plenished reservoirs of semiskilled and skilled workers, technicians, 
and potential managers, upon which locally owned enterprises and 
government agencies could draw as required. Without the training 
and experience provided by such American companies, the shortages 
of technical and managerial skills in many underdeveloped countries 
would be much more critical than they are now. 

It has become customary to maintain that the benefits derived by an 
underdeveloped country from encouraging private foreign investment 
are twofold: It thereby obtains new or expanded capital facilities, and 
the technical and managerial skills required to operate them efficiently. 
Our studies have confirmed these generalizations, which are already 
well enough known not to require further discussion here. But, our 
studies have also revealed a third general benefit. which is less tangible 
than the other two and has not yet, to my knowledge, been explicitly 
discussed. In conducting the field studies of several of these com- 
panies, I have been struck by their pervasive influence throughout the 
host countries in the setting of standards of all kinds. By setting 
standards, I mean, establishing and conforming to certain norms of 
performance in a wide variety of fields. 

For example, a manufacturing company like General Electric of 
Brazil has had a major influence in establishing the standards of qual- 
ity and minimum tolerances for the products produced by the rapidily 
growing electrical and electronics industries of Brazil. Such product 
standards are indispensable to economic development, for without 
them there cannot evolve either a large-scale market for consumers 
goods or, even more important, a market for materials, components, 
and subassemblies for the manufacture of producers goods. In my 
judgment, one of the essential factors responsible for the present com- 
paratively advanced state of Brazilian industry is the fact that General 
Electric has helped to establish such standards both by the example 
of its own products and by helping its Brazilian suppliers to meet 
minimum requirements of quality and tolerance. 

Product standards are not, however, the only norms of economic 
behavior essential for a country’s development. Employee honesty, 
conscientious performance of the work task, regularity of attendance, 
responsible care of machinery and equipment, pride in the company’s 
productive performance—these and other standards of employee be- 
favior are indispensable preconditions for increasing labor produc- 
tivity. Equally necessary are standards for management behavior— 
business morality, respect for workers as individuals, socially respon- 
sible labor relations policies, cooperative relations with host govern- 
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ments, et cetera. Both on the employee and on the management sides, 
the American companies we have studied have made very significant 
contributions to the establishment and dissemination of such standards 
of attitudes and behavior. As already noted, their education, health, 
and welfare programs have also helped to set the standards in these 
fields, too. 

I believe that the establishment of these and many other types of 
standards by private American companies is as important a contribu- 
tion to the economic development of the host countries as are capital 
investment and the provisions of managerial and technical skills. 
Studies of economic growth have not devoted nearly enough attention 
to this essential ingredient of the development process. It is our hope 
that the concluding general report in our series of case studies will help 
to supply some of the data and analysis needed for greater apprecia- 
tion of the importance of such standards for economic development. 

There are several other respects in which the companies studied have 
made significant contributions to the advancement of the host coun- 
tries. One major benefit has been the general stimulus and the direct 
help these companies have provided for the development of locally 
owned enterprises. An outstanding example is Sears, Roebuck, which 
has followed a deliberate policy of buying locally as much as possible 
of the manufactured goods sold in its stores. To insure adequate sup- 
plies, Sears has provided financial and technical assistance to hun- 
dreds of Latin American businessmen, many of whom owe their start 
to the company, and some of whom have grown into comparatively 
large entrepreneurs. Similar results have been achieved by General 
Electric, W. R. Grace & Co., and other corporations not only in stim- 
ulating local manufacturing but also in fostering production of agri- 
cultural commodities. 

Some of the companies studied have made outstanding contributions 
to social and economic progress through. research conducted in the host 
countries. Particularly noteworthy are the extensive agricultural 
research programs of Firestone and United Fruit, which have resulted 
in the development and acclimatization of new varieties of food crops 
and livestock, and have thereby helped to raise the productivity and 
living standards of the people. Company-financed research in such 
fields as tropical medicine, public health, and sanitation, educational 
methods, highway materials, and construction, et cetera, has also been 
important. 

Finally, mention must be made of the conscientious cooperation 
which host country governments have received from many of the 
companies studied. Resident officials and technical personnel of these 
companies are continuously called upon by government agencies for 
help in solving technological problems and for advice in Reepering 
development plans and projects. Often such cooperation is informal, 
and usually it is unpublicized. We have found it to be one of the most 
important contributions made by American companies to the advance- 
ment of their host countries. 

May I conclude my remarks today with a general observation, de- 
rived from our case studies about stimulating private investment 
abroad. Much has been said in recent years about the necessity of 
creating “a favorable climate for investment” in underdeveloped coun- 
tries if they are to attract private American capital. 
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All too frequently this requirement is discussed in a one-sided 
fashion—as though the creation of a favorable investment climate 
were solely the responsibility of the underdeveloped country. In fact, 
it is a two-way process. True, equitable policies and regulations on 
the part of the government of an underdeveloped country are required 
to attract private American investment. But a major factor affecting 
the willingness and ability of an underdeveloped country te adopt such 
policies and regulations is its experience with the American companies 
already established there and its knowledge of the reputations which 
prospective investing companies have already acquired elsewhere. 
The behavior of American companies abroad is one of the crucial 
factors determining the favorableness or unfavorableness of the cli- 
mate for investment in underdeveloped countries. We hope that our 
series of case studies will help to create a more favorable climate for 
private American investment abroad by explaining in some detail how 
certain outstanding American companies have already been contribut- 
ing to this objective. 

Thank you, sir. 

Mr. Boees. Thank you very much, Mr. Geiger. Your statement is 
very helpful indeed. 

Are there any questions? 

Thank you very much. 

The subcommittee will recess until 1: 45. 

(Whereupon, at 11:53 a. m., the subcommittee recessed until 1: 45 
p.m. of the same day.) 


AFTERNOON SESSION 


The subcommittee reconvened at 1:45 p. m., upon the expiration of 
the recess. 

Mr. Macurowtcz (presiding). The committee willreconvene. __ 

Our first. witness this afternoon is Mr. Fred Peel, who will testify 
in behalf of the United States council of International Chamber of 
Commerce. 


Mr. Peel. 


STATEMENT OF FRED W. PEEL, RAPPORTEUR OF THE COMMITTEE 
ON TAXATION OF THE UNITED STATES COUNCIL OF INTERNA- 
TIONAL CHAMBER OF COMMERCE 


Mr. Peet. My name is Fred W. Peel, rapporteur of the committee 
on taxation of the United States council of the International Chamber 
of Commerce. 

I am appearing today as substitute for Mr. Alvord, the chairman 
of the committee on taxation. 

I wish to offer his apologies that he was unable to appear as was 
scheduled. He was called out of town on an emergency. 

Mr. Macurowicz. Weare very happy to have you, Mr. Peel. 

Mr. Peet. Thank you. 

I am appearing today on behalf of the United States council and 
in particular its committee on foreign investment and economic de- 
velopment and its committee on taxation. 

The United States council is a private organization made up of 
American firms in virtually every field of business. 
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The council has long taken an interest in all aspects of international 
business, including the problems of investing overseas. 

The United States council believes that private foreign investment 
has great value for the United States and for the country where the 
investment is made. Among the benefits accruing to the United 
States are the following 

1. Growing markets abroad for United States goods; private in- 
vestment abroad directly and indirectly creates a growing deneha for 
United States exports. 

2. Savings in foreign aid which might otherwise be required. 

To the extent that private investment can shoulder the burden which 
would otherwise be borne by Government aid to foreign countries it 
will result in a direct savings to the United States Government and 
to American taxpayers. 

3. The stability of the United States economy is enhanced by the 
development of foreign economies. 

As other nations grow in size and vigor they become less vulnerable 
to downturns in the United States economy and can in fact help to 
reduce the extent of a business decline in the United States. 

In 1954 foreign trade was a major element in bringing the recession 
to an end, and there is no reason to think that this cannot happen 
again. 

Information on the benefits which the host countries receive from 
private investment becomes steadily more plentiful. 

The Commerce Department study on United States firms in Latin 
America, the private reports on United States firms in Great Britain, 
and the series of case studies by the National Planning Association 
all provide concrete evidence that private investment is a constructive 
force creating new industries, introducing new technology and gen- 
erally strengthening the economy of the host country. 

In addition to all the direct benefits which this counrty receives from 
foreign investment we must consider the indirect benefits of strength- 
ening other friendly nations. 

For a decade we have watched the steady encroachment of the 
Communist bloc into one undeveloped area of the world after another. 
In many cases this penetration has been an economic penetration. In 
others it has been political penetration brought about to a substantial 
extent by the failure of the economic systems of the underdeveloped 
countries to satisfy the aspirations of their people. 

Private foreign investment is no panacea for the prevention of 
communism, but it has, we believe, a vital role in a coordinated foreign 
policy aimed at containment of the communist bloc by strengthening 
the free nations of the world. 

For these reasons the council is persuaded that the explicit United 
States policy of encouraging capital to go abroad is a wise one. We 
feel that the policy should be implemented in a much more vigorous 
way, as outlined in our suggestions below. 

So far private foreign investment has been heavily concentrated 
in the Western Hemisphere and in the field of mineral extraction. 
This reflects the natural desire of the sensible investor to find a rea- 
sonably secure place for his capital or a place where the return is 
sufficiently high to make investment worthwhile after taking account 
of higher risks. 
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An effective program to encourage private investment must either 
increase the security of the foreign investment or increase the net 
return after taxes to a point where the foreign investment becomes 
attractive in spite of higher risk. 

The sensible approach is a coordinated attempt both to increase 
investment security and to increase after-tax return so that the com- 
bination will raise the attractiveness of foreign investment above the 
investor’s threshold of resistance. 

There are some steps to encourage foreign investment which the 
United States can take more or less without reference to what other 
countries do. We urge prompt action on these, recognizing that 
reaching agreement with other nations is often a slow process. 

Of paramount importance in the view of the members of the United 
States council is a thorough overhauling of the United States system 
of taxing income earned abroad. The United States council adheres 
to the position of the International Chamber of Commerce that the 
country in which income arises has the sole right to tax it. 

However, we recognize the difficulty of getting general agreement 
at the present time on this principle. 

Consequently, we are recommending a moré limited program for 
the encouragement of foreign investment through changes in the tax 
treatment of foreign income which are consistent with the principle 
of taxing foreign income on the basis of residence or citizenship. 

Last April the United States council published a brochure which 
advocated a five-point program for encouraging foreign investment 
primarily through changes in the tax treatment of foreign income. 
We reaffirm our belief in that program at this time. Its highlights are 
as follows: 

Legislation should be enacted extending and applying the 14 percentage point 
income tax differential (as recommended by the President and the Randall Com- 
mission) to income earned in all foreign countries which is either— 

A. Active business income of a foreign branch of a domestic corporation ; 

B. Compensation for technical services; or 

C. Income from sources outside the United States received by a domestic 
corporation (as dividends, interest, rents, or royalties) from a foreign 
corporation at least 10 percent of the voting stock of which is owned directly 
or indirectly by the recipient domestic corporation. 

The foreign branch of a domestic corporation should be permitted by legislation 
to defer the United States tax upon its active business income from sources 
outside the United States until the income is withdrawn from the country where 
earned, 

Domestic subsidiaries, substantially all of the gross income of which comes 
from the active conduct of trade or business outside the United States, should 
be permitted by law to be taxed as foreign corporations. 

The taxpayer should be allowed to decide annually whether the “per country” 
or the “overall” limitation on the United States foreign tax credit should be 
applicable. 

The United States should launch an aggressive program to negotiate bilateral 
“investment treaties” with foreign countries sincerely desiring to attract private 
funds from the United States to aid in their economic development. 


We have submitted copies of this brochure to the committee, and I 
request that it be made part of the record of these hearings. 

Mr. Macurowicz. Without object, it will be made a part of the 
record. 

Mr. Prex. Thank you. 
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(The material referred to follows:) 


Free Worip DEVELOPMENT THROUGH FOREIGN INVESTMENT—A UNITED STATES 
Tax PROGRAM 


United States Council of the International Chamber of Commerce, Inc. 


(The United States Council of the International Chamber of Commerce is 
composed of private enterprises and trade associations representing the American 
business community in the International Chamber of Commerce. The I. C. C. 
is a federation of similar groups representing business interests in 38 countries. 

(The International Chamber of Commerce draws upon the combined experi- 
ence and judgment of business executives in many nations to develop solutions 
to international economic problems. In this way the ICC has reduced many 
barriers to trade by direct action. It has also encouraged actions favorable to 
the growth of trade and private enterprise by governments and the intergovern- 
mental bodies, many of which have granted the chamber special advisory status. 

(The United States council provides a means for the American businessman’s 
point of view to be heard in this forum and thereby to influence this process. In 
addition, the council makes independent studies of developments in the United 
States that affect our Nation’s international interests. The work of the United 
States council is supported by the subscriptions of its members. ) 


FOREW ORD 


The International Chamber of Commerce has long advocated the principle that 
the nation in which income is earned should have the sole right to tax such in- 
come. If capital exporting countries of the world followed this commonsense 
principle, investment capital would move much more freely than it does today. 
In particular it would moye to the lesser-developed countries whose great need 
for capital would cause them to adopt measures to attract foreign investors. 

Encouraging economic progress in these countries is recognized as an important 
foreign-policy objective of the United States. Although our Nation does not fol- 
low the chamber’s principle on taxation, we have taken significant steps in that 
direction. In this report the United States council’s committee on taxation offers 
a five-point program designed to improve our present system of taxing income 
earned abroad. The program is both moderate and workable and is consonant 
with the spirit of the international chamber’s principle. 

In presenting this report, special mention should be made of the work done by 
the committee’s rapporteur, Fred Peel, who testified earlier this year as a spokes- 
man for the United States council before a congressional committee studying 
taxation. His testimony included the first reference to the tax program con- 
tained in this report. Robert C. Beetham of the council’s staff provided valu- 
able assistance to the committee in the preparation of the report in its final form. 


Pui Cortney, Chairman. 
‘ THE PROGRAM IN BRIEF 


Legislation should be enacted extending and applying the 14 percentage-point 
income tax differential (as recommended by the President and the Randall 
Commission) to income earned in all foreign countries which is either: 

(a) Active business income of a foreign branch of a domestic corporation ; 

(b) Compensation for technical services ; or 

(c) Income from sources outside the United States received by a domestic 
corporation (as dividends, interest, rents or royalties) from a foreign corpor- 
ation at least 10 percent of the voting stock of which is owned directly or 
indirectly by the recipient domestic corporation. 

The foreign branch of a domestic corporation should be permitted by legislation 
to defer the United States tax upon its active business income from sources 
outside the United States until the income is withdrawn from the country where 
earned. 

Domestic subsidiaries, substantially all of the gross income of which comes 
from the active conduct of trade or business outside the United States, should 
be permitted by law to be taxed as foreign corporations. 

The taxpayer should be allowed to decide annually whether the “per country” 
or the “overall” limitation on the United States foreign tax credit should be 
applicable. 
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The United States should launch an aggressive program to negotiate bilateral 
“investment treaties” with foreign countries sincerely desiring to attract private 
funds from the United States to aid in their economic development. 


FREE WORLD DEVELOPMENT THROUGH FOREIGN INVESTMENT 


The need for a greater amount of American private investment in the under- 
developed countries requires no emphasis. We must have an increasing supply 
of raw materials from overseas and we must have expanding markets in order to 
continue to grow at home. For our political security too we need to encourage 
other countries in their efforts to develop economically by means which we know 
to be effective. More private investment is indispensable to all of these objectives. 

Since 1949 the conditions in underdeveloped countries which would encourage 
investors to risk their funds have been clearly stated by the International Cham- 
ber of Commerce in its code of fair treatment for foreign investments. Both the 
ICC and the United States council have also urged that the tax policies of capital 
exporting countries be reformed to reduce double taxation, which is not only 
unjust but inimical to an expansion of foreign investment. 

The United States council wholeheartedly supports the position of the Inter- 
national Chamber of Commerce: * 

(a) That the country where income arises to a nonresident has the sole 
right to tax that income in accord with the principles governing the taxation 
of its residents, and after determining the amount of that income in accord 
with the internationally acceptable rules for the allocation of income such 
as the model convention devised by the League of Nations for this purpose ; 

(vb) That the country of residence of the person entitled to income arising 
in another country should exempt such income from tax. 

The system now in force in this country of allowing foreign taxes paid on 
income earned abroad to be credited against United States income taxes is in 
principle a constructive intermediate step to the ideal method of abolishing 
double taxation. 

In the form in which it is applied in this country at present, however, the tax 
credit system is inadequate to meet the need for significantly reducing obstacles 
to private foreign investment. It discourages other countries from setting tax 
rates which would attract capital and it contains provisions which work a special 
hardship on foreign investors. 

The council recognizes, however, the difficult of getting general agreement at the 
present time on the principle that income should be taxed only in the country in 
which it is earned. It has, therefore, looked for ways of improving the present 
system in order to make it more suitable to the needs of the United States, 

The United States council urges businessmen to support the following five-point 
minimum program which would substantially reduce present inequities in the tax 
laws and at the same time encourage international trade and a more adequate 
flow of private investment abroad. 


THE FIVE-POINT PROGRAM 


1. A reduced taz rate for income from overseas 


Legislation should be enacted extending and applying the 14 percentage-point 
tax differential (as recommended by the President and the Randall Commission ) 
to income earned in all foreign countries which is either : 

(a) Active business income of a foreign branch of a domestic corporation ; 

(bo) Compensation for technical services ; or 

(c) Income from sources outside the United States received by a domestic 
corporation (as dividends, interest, rents or royalties) from a foreign cor- 
poration at least 10 percent of the voting stock of which is owned directly or 
indirectly by the recipient domestic corporation. 

Under present law the income of Western Hemisphere trade corporations is 
taxed at a rate 14 percentage points less than the regular corporate income tax. 
The council in effect recommends a broadening of the scope and an extension of 
these provisions to the rest of the world. 

It is important that the United States dispel the impression which has been 
created in some foreign countries that our Western Hemisphere trade corporation 
provisions constitute a form of export subsidy which enables American exporters 
to undersell their competitors in foreign markets. 


1 Double Taxation and Foreign Investment, resolution adopted at the XVIth Congress of 
the ICC, Naples, May 1957. 
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The 14 percentage-point relief given Western Hemisphere trade corporations 
under present law merely reduces somewhat the tax burden they must carry in 
competing in foreign markets—often competing with foreign businessmen paying 
much lower taxes or none at all. 

Further, the income earned by Western Hemisphere trade corporations is in- 
come from foreign sources which the United States would be justified in freeing 
from tax altogether. 

Some foreigners have an exaggerated notion that American businesses can 
produce goods here, seli them through subsidiary Western Hemisphere trade cor- 
porations, attribute all the profits from the entire operation onto the Western 
Hemisphere trade corporation subsidiaries by selling the boods to the subsidiaries 
at cost after they have been produced. This is simply not correct, because our tax 
laws contain ample provisions to prevent diversion of profits from one affiliated 
corporation to another through the setting of artificial prices. 

Much of the foreign opposition to our Western Hemisphere trade corporation 
provision has arisen from their vastly exaggerating the importance of domestic 
corporations engaged solely in buying goods in the United States from non- 
affiliates for shipment and sale abroad, without actively engaging in business 
in a foreign country. It is doubtful that these firms have ever been of much 
importance in the Western Hemisphere trade corporation picture. However, 
Wwe agree to any appropriate restriction which is designed only to prevent them 
from benefiting from the extension of the 14 percentage point tax relief to the 
rest of the world. In this connection the first point in our program would 
apply the 14 percentage-point tax differential only to active business income 
of foreign branches. 


2. Income from branches 


The foreign branch of a domestic corporation should be permitted by legis- 
lation to defer the United States tax upon its active business income from 
sources outside the United States until the income is withdrawn from the 
country where earned. In the case of a domestic corporation doing business 
in two or more foreign countries and electing to treat such countries as a single 
area, the United States tax should be deferred until the income is withdrawn 
from the area. 

This recommendation would permit income of foreign branches of domestic 
corporations to be taxed on substantially the same basis that income earned 
initially by foreign subsidiaries is now taxed. 

8. Domestic subsidiaries operating abroad 

Domestic subsidiaries, substantially all of the gross income of which comes 
from the active conduct of trade or business outside the United States, should 
be permitted by law to be taxed as foreign corporations. (Both under this 
recommendation and under the preceding recommendation, ttaxable income 
should be defined as it is in the case of domestic corporations under our tax 
law.) This provision should extend to domestic subsidiaries whose income is 
received as dividends, interest, rents or royalties from a foreign corporation at 
least 10 percent of the voting stock of which is owned by the domestic subsidiary. 

We make this recommendation because the complications of branch accounting 
required under our second proposal are unnecessary in the case of a corpora- 
tion all of whose income is from foreign sources. It would permit domestic 
subsidiaries to be taxed on substantially the same basis that income earned 
initially by foreign subsidiaries is not taxed and would remove the need to 
use subsidiaries incorporated under the laws of those foreign countries which 
do not tax income from sources outside their borders. 


4. Choice between “per country” and “overall” tax credit limitations 

The taxpayer should be allowed to decide annually whether the “per country” 
or the “overall” limitation on the United States foreign tax credit should be 
applicable. 

Until 1954 the credit against United States income taxes for foreign taxes was 
subject to two limitations, the “per country” limitation and the “overall” limita- 
tion. These limitations were designed to prevent that part of taxes paid abroad 
as a result of rates which are higher than United States tax rates from being 
credited against United States tax liabilities. 

Under the “overall” limitation the credit for foreign taxes as a proportion of 
domestic taxes before applying such credit could not be greater than total foreign 
income as a proportion of total income. Losses from one foreign country had 
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to be deducted from the income from other foreign countries in computing the 
allowable amount of tax credit. 

In adopting the Internal Revenue Code of 1954 Congress eliminated the “over- 
all” limitation, pointing out that it discouraged taxpayers from starting invest- 
ment programs in new countries because the initial losses in these new ventures 
would, in effect, result in the payment of aggregate foreign and domestic income 
taxes in excess of United States tax rates on the income from previously estab- 
lished foreign branches. 

The “per country” limitation allows the taxes of any one foreign country to 
be credited against United States taxes by an investor only up to the point 
where the proportion of the foreign country’s taxes to his United States taxes 
before credit is equal to the proportion of his income from the country to his 
total income. 

Unfortunately, however, the “per country” limitation also creates hardships 
in cases where one foreign country imposes taxes which are higher than our own 
taxes on that same income (either because of higher tax rates or because of 
differences in the definition or timing of income or in the allowance of deductions) 
while another foreign country imposes lower taxes than our own. ‘This has the 
‘result that, although total foreign taxes on foreign income exceed our own tax 
rates, we still impose United States income tax on some of this foreign income. 

In order to solve this dilemma, we have recommended that taxpayers be 
permitted to choose each year between the “per country” and the “overall” 
limitations on the foreign tax credit. This is substantially the same as the 
proposals already made by Congressman Simpson and Congressman Herlong 
(H. R. 7247 and H. R. 6248) providing for the application each year of which- 
ever of the two limitations results in the lower United States tax. 

Of course, the council emphasizes its continued endorsement of the principle 
of permitting foreign taxes paid with respect to income earned abroad to be 
credited against United States income taxes. 


5. An investment treaty program 

The United States should launch an aggressive program to negotiate bilateral 
“investment treaties” with foreign countries sincerely desiring to attract private 
funds from the United States to aid in their economic development. This pro- 
gram would carry out the provisions of section 413 (b) (2) of the Mutual 
Security Act of 1954. 

These treaties would be modeled to meet the specific conditions in each foreign 
country and to remove the particular local and United States obstacles to a more 
adequate rate of private investment. They would thus be admirably suited to 
materially assist in the creation and maintenance of a favorable investment 
“climate.” 

In the opinion of the United States council this investment treaty program 
offers one of the best hopes for encouraging the economic development of the 
underdeveloped countries. It has been virtually universally agreed that the 
development of the underdeveloped areas in the free world is a vital part of our 
foreign policy. Yet, so far little or nothing has been done to give positive en- 
couragement to American private capital to step in and do the job. 

The investment treaty approach which we recommend does not mean merely 
a removal of the tax roadblocks to private investment. instead, it means a 
coordinated attack through bilateral negotiation with underdeveloped countries 
to remove or reduce all of the obstacles to American private investment. While 
the content of a specific treaty would depend on the situation with respect to the 
underdeveloped country and on the course of the negotiations with that country, 
a representative investment treaty might contain some of the following provisions : 

(1) Protection or insurance against nationalization. 

(2) Protection or insurance against nonconvertibility of currencies. 

(3) Protection against restrictions on the withdrawal of capital or earnings. 

(4) Elimination of discriminatory taxation. 

(5) Elimination of other discriminations in the laws of the underdeveloped 
country or in their administration. 

(6) Elimination of restrictions on imports of raw materials and machinery. 

(7) Guaranties against prohibitive levels of taxation by the underdeveloped 
country. 

(8) Reciprocal freedom from taxes or lowering of tax rates by the two coun- 
tries for a period of time. 


33415—58—_—31 
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(9) Reduction of United States income tax rates so as to make lower tax rates 
in the underdeveloped country effective and remove the incentive under the 
United States tax law for the underdeveloped country to increase its taxes. 

(10) Deferral of United States income taxes on earnings reinvested in the 
underdeveloped country. 

(11) Treatment of funds brought back to the United States as return of capital 
until the taxpayer’s investment has been recovered—but only if it is understood 
that this treatment is applicable only for United States tax purposes. 

(12) Application of the provision for crediting foreign taxes against tentative 
United States taxes specifically to certain selected taxes of the underdeveloped 
country. 

(13) Losses incurred in investing in the underdeveloped country to be deductible 
from United States income. 

The investment treaty program we propose offers a positive program of help 
for underdeveloped countries who really want our help. If it fails we have lost 
nothing but time and effort. If it succeeds we will have helped to increase the 
standard of living, health, and education of peoples abroad: we will have earned 
and made vital lasting friendships: opportunities and outlets abroad for Ameri- 
can enterprises and products will be created; we will have made substantial 
savings (in expenditures for foreign aid, for example) for our Treasury; our 
tax revenues will be substantially greater by reason of increased economic activ- 
ity, both at home and abroad; we will have proved and taught the soundness of 
the American free enterprise system: and we may have discovered an effective 
means of stopping the spread of communism. 

The United States council urges ratification of the new Pakistan income tax 
treaty which is now pending in the Senate Committee on Foreign Relations. 
The so-called “‘tax sparing” provision in the treaty is a step in the right direction, 
but we point out that the high Pakistan income and profits taxes, even after the 
limited exemptions which the treaty proposes to allow for foreign tax credit pur- 
poses, make it unlikely that investment will be encouraged. It is encouraging 
as showing that our Government is willing to recognize, in its negotiations, the 
effect of our tax rates on attempts by underdeveloped countries to attract 
American investment by reducing their own tax obstacles. 

The council’s entire five-point program is designed to remove the impediments 
to increased private investment abroad. The importance of taxation as an im- 
pediment to increased private investment abroad cannot be overemphasized. 
The key to investment of private capital is the anticipated yield on such invest- 
ment. The yield which has significance to a private investor is the yield net 
after taxes. If the after-tax yield is sufficient and if the capital importing 
country wants American private investment, there will be American private 
investment. 

If the effectiveness of lower taxes in encouraging private investment needs 
evidence, the example of Puerto Rico over the past decade should remove all 
doubts. Puerto Rico has expanded its industrial economy tremendously through 
its tax-exemption program. The importance of tax exemption as a factor in the 
increased private investment in Puerto Rico was shown by a survey conducted 
in January 1953 by field interviews with owners of or supervisory Officials of 2 
representative sample consisting of 44 new businesses started in Puerto Rico by 
businessmen from the United States. In determining the relative importance 
of the 3 principal favorable factors, of the 44, tax exemption was listed as the 
most important by 34 and as second most important by 9. (See Industrial 
Tax-Exemption in Puerto Rico, by Milton C. Taylor, University of Wisconsin 
Press, Madison, 1957.) 





INTERNATIONAL CODE OF FAIR TREATMENT FOR FOREIGN INVESTMENTS ' 
PREAMBLE 


The high contracting parties, desirous of promoting an expanding world econ- 
omy and convinced that an ample flow of private investments is essential to the 
economic and industrial growth of their countries and to the welfare of their 
peoples, decide to establish, by the provision of civil, legal, and fiscal safeguards, 
1 Distributed by United States Council, of the International Chamber of Commerce, New 
York, N. Y. 
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conditions of fair and nondiscriminatory treatment for investments made in their 
territories by the nationals (physical or legal persons) of the other high con- 
tracting parties. 

ARTICLE 1 


The high contracting parties undertake to give effect to the provisions set out 
hereafter within their metropolitan and overseas territories as well as within 
those territories where, either by treaty or by virtue of powers conferred upon 
them by an international authority acting within the limits of is competence, 
they are entitled so to do. 

ARTICLE 2 


sy the terms of this treaty the high contracting parties agree to apply fair 
treatment, as hereinafter defined, to investments of any kind made in their terri- 
tories by the nationals of the other high contracting parties, including inter alia 
the following types: 

Direct investments in real property, natural resources, commercial financial, 
agricultural, industrial, or transport enterprises, as well as in public utilities 
or enterprises connected therewith ; 

Equity investments in company shares and similar holdings; 

Credits and advances to private and public borrowers and fixed-interest invest- 
ments in private and public loans. 


ARTICLE ¢ 


The high contracting parties shall take no discriminatory political, legal, or 
administrative measures designed to hamper investments in their territories 
by the nationals of the other high contracting parties. They shall give to invest- 
ments originating with the other high contracting parties treament no less favor- 
able than to investments made by their own nationals. In the case, however, of 
investments immediately concerned with national defense, special conditions 
may if necessary be imposed. 


ARTICLE 4? 


No high contracting party shall discriminate on grounds of nationality in its 
legislative or administrative treatment of investments, between the investments 
made by the nationals of one of the high contracting parties and the investments 
made by the nationals of any other of the high contracting parties. 


ARTICLE 5 


In the territories of each of the high contracting parties, the treatment extended 
to the nationals of the other high contracting parties shall be not less favorable 
than that applied to their own nationals, in respect of the legal and judicial pro- 
tection of their person, property, rights, and interests, and in respect of the 
acquisition, purchase, sale, and assignmnet of movable and immovable property 
of any kind. 

They shall have access to the domestic courts as plaintiff or defendant under 
the same conditions as nationals and be entitled to appear before the competent 
administrative authorities for the purpose of safeguarding their rights and inter- 
exis in accordance with the laws in force in the said territories, such laws being 
applied without any distinction to their own nationals and those of the other 
high contracting parties. 

In all cases they shall have the right to receive reasonable prior notice of any 
proceedings before such domestic courts or competent administrative authorities. 

Should the nationals of one of the high contracting parties not enjoy the full 
benefit of the civil rights generally recognized by the other high contracting 
parties or by international law, the nationals of the other high contracting parties 
shall be entitled to such rights and this protection shall not be denied to them on 
the ground that a preferential system would thus be established in their favor. 


2 This article is concerned exclusively with legislative or administrative action by govern- 
ments and is in no way intended to interfere with the negotiation of special terms between 
investor and investee for any specific investment. 
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ARTICLE 6? 


The high contracting parties shall not introduce any legislative or administra- 
tive provisions of a discriminatory character placing restrictions on: 
The nationality of the shareholders ; t 
The composition of the board of directors and the choice of the directors ; 
The selection or introduction into their territories of such administrative, 
executive, and technical officers and staff, not nationals of those territories, 
as shall be deemed by the enterprises concerned to be requisite for their 
efficient operation. 
In the case, however, of enterprises directly concerned with national defense, 
special conditions may, if necessary, be imposed. 


ARTICLE 7 


The high contracting parties shall not give less favorable treatment in respect 
to taxation to the nationals of the other high contracting parties than to their 
own nationals. 

ARTICLE 8 


In order to eliminate the serious deterents to the development of foreign in- 
vestments resulting from double taxation, the high contracting parties shall 
seek to conclude bilateral agreements for the prevention of the double taxation 
of income, and of capital, estates, and successions on the basis of the two model 
bilateral conventions of London drawn up for that purpose by the League of 
Nations. 

ARTICLE 9 


Subject to such restrictions and exceptions as may be authorized under the 
agreement of the International Monetary Fund, the high contracting parties in 
whose territories sums have been invested by nationals of the other high con- 
tracting parties shall allow to such nationals freedom of transfer : 

(a) Of current payments arising out of their investments including inter 
alia interest, dividends, profits, royalties (derived from enterprises in the 
case of direct investment) ; 

(b) Of payments of principal, payments in respect of redeemable shares, 
loan certificates, and like securities, as well as payments in respect of amorti- 
zation of loans and, in the case of direct investments, depreciation ; 

(c) Of all payments necessary for the upkeep and renewal of assets main- 
tained in such territories. 

A national of one of the high contracting parties owning shares or having 
interests in the territory of another high contracting party shall, in the event 
of his surrendering for a consideration the rights vested by him in such shares or 
interests, or in the event of liquidation or reduction of capital, be entitled to 
transfer, within a reasonable period, the proceeds of such surrender, liquidation, 
or reduction. 

All such transfers shall be authorized either in the currency of the creditor 
or in some other currency agreed upon by the creditor and debtor. 


ARTICLE 10 


The conditions of transfer defined in article 9 shall also apply to investments 
in any public loan or loan guaranteed by a public authority, which shall have been 
issued in the territory of one of the high contracting parties: 

(a) By another high contracting party ; 

(b) By a public body situated in the territory of another high contracting 
party ; 

(c) By any other person or body, with the guaranty of another high con- 
tracting party or of one of its agencies or of the International Bank for 
Reconstruction and Development. 





? This article is necessary and important because before investors are willing to transfer 
capital to another country for the purpose of establishing and developing an enterprise, they 
desire to know that the administrative, financial, and technical management will be under 
the direction of those whom they consider to be most suitably qualified without regard to 
nationality. In addition to the obligation on the high contracting parties not to introduce 
new discriminatory legislation it is also necessary that the high contracting parties endeavor 
as soon as practicable to withdraw or modify any existing legislative or administrative 
restrictions of the kind referred to in the article, which deter the investment of foreign 
capital. 
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In the case of such international loans, bondholders of creditor high contract- 
ing parties shall have the right to appoint representatives in the territories of the 
debtor high contracting parties to defend their interests and endeavor to reach 
settlement of difficulties that may arise through default of payment or méasures 
of alleged discrimination by private or public bodies. These representatives 
shall likewise have the right to apply to the competent courts in the event of 
disputes and, if the courts fail to act within a reasonable period or in the case of 
unfair treatment not amenable to the jurisdiction of a court, to carry the matter 
before the International Court of Arbitration for which provision is made in 
articles 13 and 14 below. 


ARTICLE 11 


High contracting parties who may decide to take measures for the expropriation 
or dispossession of private property, involving the transfer of the ownership or 
management of property belonging in whole or in part to nationals of the other 
high contracting parties either to governmental authorities or to their own 
nationals, shall apply the following principles: 


(a) The property of investors who are nationals of the other high con- 
tracting parties shall in no circumstances be liable to measures of expropria- 
tion or dispossession except in accordance with the appropriate legal pro- 
cedure and with fair compensation according to international law ; 

(b) Any national law enacting expropriation or dispossession of the 
property of the nationals of another high contracting party shall state ex- 
plicitly the purpose and conditions of such expropriation or dispossession ; 

(c) The introduction in the territory of one of the high contracting parties 
of a system of exchange control shall not exempt the said high contracting 
party from its obligation to carry out the transfer of the compensation due 
for expropriation or dispossession ; 

(d) The basis of the compensation shall be determined before expropria- 
tion or dispossession takes place. The compensation shall be payable in 
cash or in readily marketable securities of an equivalent value. The cash 
or the proceeds of the sale of the securities shall be freely transferable 
forthwith at the rates of exchange prevailing at the time of expropriation 
or dispossession. The transfer shall be in the currency of the foreign credi- 
tor, unless otherwise agreed. 


ARTICLE 12 


The high contracting parties shall afford all reasonable facilities to the investors 
of the other high contracting parties to obtain the information required for a 
correct estimate of economic conditions within their territories as well as in- 
formation concerning their law and their legal, political, and administrative 
systems. 

ARTICLE 13 


The high contracting parties agree that any differences that may arise between 
them respecting the interpretation or application of this convention shall, unless 
settled within a short and reasonable period by direct negotiation or by any other 
form of conciliation, be submitted for decision to the International Court of Arbi- 
tration in accordance with the procedure laid down in article 14. 


ARTICLE 14 


(This article should contain detailed provisions for the composition and work- 
ing of the International Court of Arbitration to which all disputes and differences 
are to be referred under article 13. The details are, however, left to be worked 
out by the negotiating governments. ) 


ARTICLE 15 


(This article should contain detailed provisions governing the interpretation 
of the word “nationals” so as to insure that that expression shall include not only 
physical persons but also incorporated or unincorporated associations. ) 


ARTICLE 16 


(This article would contain the customary provisions for entry into force and 
ratification, the details of which are left to the negotiating governments. ) 
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Mr. Peri. We consider the proposal for a 14 percentage point 
tax differential on foreign income the most important point in our 
program, This is a recommendation which was endorsed in broad 
principle by President Eisenhower in 1954. 

A restricted version of it was contained in the 1954 code in the 
form in which it was reported by the Committee on Ways and Means 
and passed the House. 

Another restricted version of the 14-point tax differential pro- 
posal was introduced in bill form as H, R. 7725 by Mr. Cooper on 
July 29, 1955, on behalf of the Treasury Department. 

Tn our opinion the 14-point tax differential is as important now as 
it was in 1954. While the 14-point proposal is not merely an exten- 
sion of Western Hemisphere trade corporation treatment to the rest 
of the world, the measure of the proposed tax differential is, of course, 
based on the 14-point differential provided for Western Hemisphere 
trade corporations. 

We are convinced that general agreement on the scope of a world- 
wide 14-point tax differential plan can be obtained from virtually all 
types of American businesses operating abroad. 

Furthermore, we submit that such a plan can be worked out with- 
out subjecting the Treasury to unwarranted revenue losses and with- 
out making us vulnerable to the charge by other nations that we are 
“subsidizing” exports. 

Our 5-point program includes 2 recommendations dealing with tax 
deferral. The first would permit deferral of United States tax on 
business income of foreign branches of domestic corporations, even 
though the corporations have other taxable income. 

The second would provide for deferral of United States tax on 
domestic subsidiaries, the so-called foreign business corporations or 
base companies, if virtually all their income is from active foreign 
business, received either directly or through ownership of substantial 
stock interests in foreign subsidiaries. 

In effect, that tax deferral is already available to foreign businesses 
operating through foreign corporations. 

These two suggestions, taken together, would also make deferral 
available as an effective encouragement of investment in foreign 
businesses which are operated through domestic corporations, whether 
this form for doing business was chosen because of United States 
tax reasons, or for any other business reasons. 

Consistent with our approval of broadening the scope of tax de- 
ferral on foreign income, we endorse the principle of H. R. 12368, 
introduced by Mr. Boggs in May of this year. This bill, by per- 
mitting business assets or securities of certain business corporations in 
tax-free reorganizations without the prior approval of the Commis- 
sioner, would remove the present discrimination against taxpayers 
having properties with appreciated values who now wish to utilize 
the tax deferral potentialities, under our present law, of foreign 
corporations. 

We also suggest a critical look at the need for the requirement in 
section 6046 of the 1954 code that an information return be furnished 
to the Internal Revenue Service when, under broadly described cir- 
cumstances, advice is given concerning the organization of a foreign 
corporation. 
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This requirement carries the entirely unwarranted implication that 
organization of a foreign corporation is somehow bad. 

Furthermor e, such an information return can be of no possible value 
to the service in cases where no foreign corporation is actually formed. 

We endorse the recommendation of the American Bar Association 
that this requirement be repealed. 

Turning to other areas where the United States Government can 
directly influence the climate for investment abroad, the United States 
council supports the proposal which was made by ‘the President last 
summer for an increase in the subscribed capital of the International 
Bank for Reconstruction and Development. 

This bank has earned the admiration of businessmen in countries 
of all stages of development, and it has been an effective instrument 
in mobilizing private capital for large projects to provide the basic 
economic facilities for underdeveloped countri les. 

These basic projects are fundamental to any private enterprise 
which wishes to enter the country. 

As we understand the present situation an increase in the subscribed 
-apital of the bank is necessary merely to permit the bank to continue 
borowing in the private money market at present interest rates. 

Another area in which this country hampers the movement of capi- 
tal overseas is in the application of antitrust laws. There are coun- 
tries in which local custom or law virtually requires American firms 
to enter into arrangements which may bring them into conflict with 
United States law. 

Before the untimely death of Senator Kilgore, a subcommittee under 
his chairmanship did important work in studying the problems con- 
nected with the : applic ation of the antitrust laws to our foreign trade 
and investment. The hearings held by this subcommittee demon- 
strated the uncertainty faced by American businessmen doing business 
in countries whose legal requirements or customs might conflict. with 
the provisions of our antitrust laws. 

We believe that this important work should be carried forward in 
the hope of finding a means to clarify these laws with respect to 
business abroad. 

A problem of growing importance is the accumulation of U nited 
States-owned foreign currencies primarily as the result of the oper: 
tion of the agricultur al surplus disposal program. In various ways 
these funds can be put to use to promote private enterprise and en- 
courage more private investment by the United States. 

After an intensive study of this question by one of the committees 
of the United States council we have come to the following conclusions 
as regards thege foreign currencies : 

1. Without commenting on the merits of continuing the agricultural 
surplus commodity disposal program, the council ‘believes that the 
most. important foreign policy objective which can be advanced 
through this program is the promotion of economic development 
abroad. 

The council believes that a portion of these funds should be avail- 
able for loans to local and American private firms in the respective 
countries. 

The council is of the view that the maintenance of value provi- 
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sions should be abolished in respect to any loans made from these funds 
whether to private borrowers or to local governments. 

4. It is the view of the council that the interest rate on loans made 
to private borrowers should be in line with the market rate in the 
country in question and that the rate on loans to the host government 
should be low and need have no relation to the rate at which the 
United States Treasury borrows. 

5. The council would support certain changes in the present opera- 
tions of the Export-Import Bank in connection with the administra- 
tion of these foreign currencies; namely that: 

(a) The staff of the bank for this purpose be enlarged ; 

(6) the bank should be directed to disregard whether a loan 
is for working or fixed capital purposes ; 

(c) the bank should provide for greater flexibility in lending 
these funds as far as timing is concerned ; and 

(d) the ban on loans to firms which will export to the United 
States should be terminated. 

6. Finally, the council believes that the repayments of loans made 
from these foreign currencies should become available for all the same 
uses as new local currency becoming available in the same year from 
operation of the agricultural disposal program and the Development 
Loan Fund. 

The United States council would also like to emphasize here the 
importance of a liberal foreign-trade policy for this country. It is 
widely recognized that a large and growing volume of foreign trade 
is vital to our country. Programs keyed to liberalizing our import 
policy are a fundamental part of United States foreign economic 
policy. 

One important reason for this is the fact that a large amount of 
foreign investment cannot take place without an expanding volume 
of foreign trade. It is only through buying goods from abroad that 
we can ultimately permit income from investments abroad to be 
brought home. 

Moreover, and perhaps of equal importance, is the part that foreign 
trade can play in building a frame of mind, an outlook on the part 
of people abroad, which is conducive to a vigorous system of private 
initiative. 

There will be little need to talk of unfavorable investment climates, 
when the immediate reaction in other countries is to think of private 
individual decision and action to solve economic problems rather than 
to think of collective government action. 

One of the most effective ways of encouraging such a movement is 
for this country to continue to testify to its own belief in private enter- 
prise by a liberal trade policy. 

In addition to these measures which the United States can under- 
take unilaterally, there are a number of steps which this country can 
take in conjunction with the countries which need to import capital. 

The most fundamental test by which to judge whether or not an- 
other country will offer fair treatment to United States investors is 
whether domestic businessmen are fairly treated. 

If there is a genuine recognition of the value of private enter- 
prise in a country, the conditions for the foreign investor as a general 
rule will be tolerable. 
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The United States in all its programs seeking to reach understand- 
ing with other nations should keep this fact in mind and realize that 
any measure which encourages and strengthens domestic private enter- 
prise in other countries will improve the climate in those countries 
for the United States investor. 

In many countries private enterprise is still equated with foreign 
exploitation. In many of these countries there is little awareness of 
the sense of social responsibilities which private corporations have 
developed in the United States and other countries. 

A continuing educational process is required if the facts of modern 
private enterprise are to be made known to the people of the under- 
developed countries. 

The United States should continue to utilize every appropriate 
opportunity through all the international organizations to which this 
country belongs to spread more understanding about the merits of 
private enterprise. 

The United States council believes that important progress in re- 
moving obstacles to foreign investment could be ae through the 
negotiation of treaties. Our treaties of friendship, commerce, and 
navigation with individual countries contain important provisions 
protecting the rights of Americans doing business in these countries. 

The bilateral conventions covering our investment guaranty pro- 
gram are also helpful. 

We believe there is a promising opportunity for encouragement of 
investment in underdeveloped countries by expanding the concepts 
embodied in these bilateral agreements and combining them with 
additional provisions to remove tax obstacles—domestic and foreign— 
to such investment. 

The result would be a coordinated attempt, through bilateral treaties, 
to create a climate favorable to foreign investment—in other words, 
“investment treaties.” These treaties would be modeled to meet the 
particular needs of an individual country and to remove the special 
obstacles to investment existing there. Such a treaty program would 
provide an admirable method of determining which underdeveloped 
countries are sincerely interested in attracting American private 
capital. 

A representative investment reaty might contain some of the fol- 
lowing provisions : 

1. Protection or insurance against nationalization. 

2. Protection or insurance against nonconvertibility of currencies. 

3. Protection against restrictions on the withdrawal of capital or 
earnings. 

4. Elimination of discriminatory taxation. 

5. Elimination of other discriminations in the laws of the under- 
developed country or in their administration. 

6. Elimination of restrictions on imports of raw materials and 
machinery. 

7. Guaranties against prohibitive levels of taxation by the under- 
developed country. 

8. Reciprocal freedom from taxes or lowering of tax rates by the 
two countries for a period of time. 

9. Reduction of United States income-tax rates so as to make lower 
tax rates in the underdeveloped country effective and remove the 
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incentive under the United States tax law for the underdeveloped 
country to increase its taxes. 

10. Deferral of United States income taxes on earnings reinvested 
in the underdeveloped country. 

11. Treatment of funds brought back to the United States as return 
of capital (for tax purposes) until the taxpayer’s investment has 
been recovered. 

12. Application of the provision for crediting foreign taxes against 
tentative United States taxes specifically to certain selected taxes of 
the underdeveloped country. 

13. Losses incurred in investing in the underdeveloped country to 
be deductible from the United States income. 

In concluding this statement I would like to draw attention to one 
of the important pioneering works in this field which may be of value 
in connection with the program recommended above and in connection 
with future treaties which this country may negotiate in the future. 
This is the code of fair treatment for foreign investments which was 
prepared by the International Chamber of Commerce nearly 10 years 
ago after extensive consultation with businessmen from nearly 40 
countries. It thus has the advantage of being a statement reflecting 
the attitudes of businessmen from capital importing nations as well 
as from capital exporting nations—which naturally wish the maximum 
security for their investments. 

We believe that the ICC’s code of fair treatment for foreign invest- 
ments is applicable to the conditions of 1959 and is a useful guide to 
countries which wish to accelerate their economic development through 
the sure, effective means of private capital. 

The principles set forth in the ICC code are suitable as a guide for 
unilateral application by local legislation or for bilateral or multi- 
lateral agreement. 

The United States council requests that it be made part of the record 
of these hearings. We urge that our Government make use of every 
opportunity to encourage the governments of the developing countries 
to observe the principles it contains. 

The program which we have outlined here will encourage more 
private investment abroad. The strength and unity of the free world 
in the face of the Soviet bloc menace will thereby be increased. 

In conclusion let me express on behalf of the United States council 
our congratulations for the wisdom which this subcommittee has 
shown in holding these hearings on this important topic. This Boggs 
subcommittee has a well-deserved reputation for the work which it 
has done in the closely related field of commercial policy. This new 
field of the subcommittee’s interest will, I am sure, add to its 
reputation. 

Thank you. 

Mr. Macurowicz. Thank you very much, Mr. Peel. 

Mr. Byrnes, do you have any questions ? 

Mr. Byrnes. Mr. Peel, we, of course, remember most favorably 
your work here on the Hill and help in the past in connection with 
committee operations. You have puta lot of emphasis on the 14-point 
tax differential in the general application. 

When that was proposed in the Treasury proposal back in 1954, was 
there not some business opposition to that at one time or some phases 
of it? 
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Mr. Prev. Yes, there was. I believe a program can be worked out 
that can meet that business opposition without an undue revenue loss. 
There were really, I think, four things in the Treasury proposal that 

caused this opposition. Two of them, I don’t really believe had any 
logical basis. 

One was the requirement that in order to obtain the benefit of the 
14-point tax differential it was necessary to elect the deferral pro- 
vision. That did not mean that you had to actually reinvest your 
money abroad so that the deferral provision meant anything but you 
had to go through the routine of electing them which was a needless 
computation for any businessman. 

I frankly see no reason why that requirement should be imposed. 

Another requirement imposed in the Treasury’s proposal was that 
the taxpayer in order to get the benefit of the 14-point differential must 
give a percentage depletion. 

I see no logical connection between percentage depletion and the 
14-point proposal. That is no more reason for them to be required 
to give that up than i other tax, the deduction for depreciation, for 
example. 

As to the other two pr ovisions which did arouse business opposition 
in 1954, I think they had a legitimate basis, but I think that the thing 
can be worked out in such a fashion as to meet the legitimate diffi- 
culties the Treasury was having without incurring the business oppo- 
sition which that proposal did. 

One of those problems is the problem of the exporter. Now, the 
Treasury felt that there was a danger that this 14-point differential 
would be abused by people who simply exported to a foreign country 
who took advantage of the passage of title rule which determines the 
source of income as being from foreign sources under our tax law, 
without actually engaging in business in the foreign country. 

Now, I think that can be solved relatively simply by imposing a 
requirement that the taxpayer must be engaged in the active conduct 
of business and that he must have a permanent establishment abroad 
and the definition of permanent establishment can be spelled out in 
as much detail as is necessary. 

If that is done, then I see no reason for restrictive provisions such 
as the Treasury proposed which went so far as to say that a taxpayer 
engaged in selling other than in retail could not sell American prod- 
ucts, regardless of whether the taxpayer had manufactured them or 
they had been manufactured by someone else in this country. 

I think the policy implications of that were very bad because the 
United States under the Treasury bill would have been saying we are 
giving a tax differential provided you don’t sell the caaaa manu- 
factured by American labor. 

I see no need for such a restrictive provision if the 14 points, as far 
as the direct business income is concerned, is restricted to people en- 
gaged in the conduct of active business through a permanent estab- 
lishment. 

The other one that Treasury had was the fear that people would 
move their business abroad and then export their product back to this 
country. 

Now, they had a very restrictive provision on that which banned, 
from the benefits of the 14 points, any firm in which over 10 percent 
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of the sales ultimately found their way to this country. I think that 
could have had bad implications to foreign countries because it would 
have implied that we were discouraging their actual economic de- 
velopment and we were only interested in developing their sources 
of raw materials and nothing could in fact be farther from the truth. 

That particular problem could be corrected, I think, very easily by 
a general provision that if in fact a firm did dismantle its plant here 
and reduced its activity here and then went abroad and produced so 
that a substantial portion of its output went into channels where it 
would normally be expected to come back to this country, that then 
they would be denied the 14 points. 

But without such a sweeping provision that would actually dis- 
criminate against anyone trying to develop a manufacturing process 
in a foreign country. 

Mr. Byrnes. Based on your past experience on Capitol Hill and 
now your experience representing the council is it your view that in 
this controversy that developed in 1954 with respect to the 14 points 
differential that there is enough area of agreement and potential 
compromise on attaining objectives that the consequence in 1954 
should not discourage action in the next year ? 

Mr. Prev. That is my feeling. The Treasury Department got off 
on the wrong foot in 1954. A different draft of legislation to start 
with in 1959 would have completely different results. 

Mr. Byrnes. Thank you very much. 

Mr. Macurowicz. Mr. Peel, were you in the hearing room on the 
opening day of the session on Monday, or did you by any chance have 
an opportunity to read the testimony of Mr. Dan Smith on behalf of 
the Treasury Department ? 

Mr. Peru. Yes, I was present. 

Mr. Macurowicz. In that testimony he discussed rather favorably 
the proposition of a flat tax rate on foreign source income. 

Mr. Prex. Yes. 

Mr. Macurowicz. Would you care to make any comment on that 
proposal ? 

Mr. Prev. I would be very happy to. 

The committee on taxation of the United States Council considered 
that proposal last spring and voted at that time to oppose it. 

We feel that the flat rate would be discriminatory in a more or less 
arbitrary and casual fashion as between different American firms doing 
business abroad. 

Also, it would abrogate treaty obligations which provide that we 
will allow a foreign tax credit and I think it would be unfair to 
American businesses who have gone into business abroad and done 
all their planning on the assumption they would be entitled to taxes 
for foreign taxes. The foreign tax credits has been in effect, I think, 
since 1918. 

I think it would be quite unfair at this time to change the rules of 
the system and switch over to this flat rate tax which, as Mr. Surrey 
said yesterday, would provide a windfall to some and would be a 
tremendous hardship to others. 

Mr. Macurowicz. These views you are expressing are the views of 
the International Chamber of Commerce ? 

Mr. Prev. Of the United States Council, yes. 





PRIVATE FOREIGN INVESTMENT 485 


Mr. Macurowicz. Thank you very much, Mr. Peel. 

Mr. Prev. Thank you, Mr. Chairman. Doris 

Mr. Macurowrcz. Our next witness is Mr. Walter Slowinski, ad- 
junct professor of taxation, Georgetown University Law Center, 
Washington, D. C. 

Will you identify yourself for the record, please. 


STATEMENT OF WALTER A. SLOWINSKI, ADJUNCT PROFESSOR 
OF TAXATION, GEORGETOWN UNIVERSITY LAW CENTER, WASH- 
INGTON, D. C.; PARTNER IN THE LAW FIRM OF BAKER, McKENZIE 
& HIGHTOWER, CHICAGO, ILL. 


Mr. Stowrnski. Mr. Chairman, Mr. Byrnes, my name is Walter A. 
Slowinski. I am an adjunct professor of taxation at Georgetown 
University Law Center, Washington, D. C., and a partner in the law 
firm of Baker, McKenzie & Hightower, of Chicago, Il. 

Your subcommittee has kindly issued this invitation to testify, I 
understand, primarily because of our experiences at the university 
where we offer a graduate course for members of the bar entitled 
“Tax Problems of United States Corporations Abroad.” 

The title is not entirely descriptive of the course which includes 
such subjects as foreign subsidiary operations, Western Hemisphere 
trade corporations, foreign tax credits, and international tax agree- 
ments. 

Many of the views to be mentioned this afternoon are shared by 
lawyers who have attended this course, as well as tax institutes in 
New York, Chicago, Los Angeles, and other cities. 

These 20 minutes of oral testimony will be utilized in summariz- 
ing several major tax recommendations for your subcommittee’s con- 
sideration, at least one of which was favorably reported by the Ways 
and Means Committee in 1954. 

All these recommendations have been prepared with the major 
objective of causing the least loss of revenue to the Treasury Depart- 
ment. None involves a reduction in tax rates. 

Briefly, the following five tax legislative and administrative steps 
would help immeasurably to improve and expand United States pri- 
vate and foreign investment abroad : 

1. The adoption of a tax deferral plan similar to the United King- 
dom’s overseas trade corporation legislation or Canada’s section 71 
corporation legislation which would provide for the postponement 
of United States tax on foreign income of a United States corporation 
doing substantially all of its business abroad until that income is 
actually returned to the United States. 

2. An amendment as proposed by Representative Boggs in H. R. 
12386 of the 85th Congress to eliminate the necessity of the Commis- 
sioner of Internal Revenue ruling on a transfer of assets to a foreign 
corporation where such assets are to be used immediately thereafter 
in the active trade or business of the foreign corporation. 

3. A public clarification of the Treasury Department’s policy on 
section 367 rulings, including a definitive statement of its distinction 
between the term “avoidance of taxation” and the normal concept of 
“postponement of taxation,” until a foreign subsidiary’s profits are 
actually returned to the United States parent corporation. 
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4, Amendments to sections 903 and 904 to remove the inequities in 
the administration of the present foreign tax credit provisions and to 
give taxpayers an option to claim a credit for an income tax or for a 
principal tax, or both, imposed on a United States taxpayer by a for- 
eign government. 

5. An authoritative and public clarification of the Treasury Depart- 
ment’s policy on Western Hemisphere trade corporation qualification, 
including publication of unpromulgated instructions now issued to 
revenue agents in the form of a general counsel’s memorandum. There 
are a few brief comments to be made on these recommendations, as 
follows: 

1. Tax deferral on foreign-source income: Until the Congress pro- 
vides for United States tax deferral on earnings of United States 
corporations doing business abroad until such earnings are actually 
returned to the United States, such businesses will probably continue 
toemploy foreign subsidiaries to achieve such deferral. 

This should be unnecessary under our law, as it has now been made 
unnecessary under both United Kingdom and Canadian law. 

Deferral precedents or complete territorial application of tax laws 
are also found in Belgium, the Netherlands, Italy, Venezuela, Cuba, 
and other countries. 

Excellent plans to accomplish this deferral technique with a mini- 
mum loss of revenue have been proposed earlier this week by my col- 
league, Ira T. Wender, and another recognized authority, Richard C, 
Munsche, as well as other witnesses fully qualified i in the foreign-trade 
field. 

Mr. Wender’s proposal of a foreign business corporation concept 
has much merit in its simplicity and ease of impiementation. 

Mr. Munsche’s international business corporation concept has merit 
in its placing of the tax on the recipient of a dividend from such inter- 
national business corporation. 

I mention only these 2 plans because we have had 4 or more years 
tostudy them. The authors of both plans feel either is entirely accept- 
able to American business. 

Either plan would make it unnecessary to form foreign subsidiaries 
unless, for sound business reasons other than tax reasons, a United 
States corporation wishes to do so. 

The questions raised by the Treasury Department representative on 
Monday before this subcommittee can be satisfactorily answered, I 
believe, by several of the legislative proposals already technically 
drafted by Mr. Wender and Mr. Munsche. 

2. H. R. 12386: The Commissioner of Internal Revenue has been 
burdened with requests for advance rulings under section 367 where 

taxpayers have requested such rulings only | to preclude valuation ques- 
tions being raised several years later on audit. 

He has likewise been held responsible for the issuance of advance 
rulings where it is certain the assets are being transferred not for sub- 
sequent sale and realization of a nontaxable profit, but actually for use 
in expanding United States business interests abroad. 

The legislative history of section 367 and its predecessor, old section 

112 (i), clearly illustrates the principal type of tax avoidance this 
section was designed to curtail—namely, the transfer of appreciated 
assets to a foreign corporation for immediate or ultimate resale. 
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Where this motive is not present, the Commissioner should not be 
asked to rule on routine transfers of property to be used in the active 
conduct of a trade or business. 

H. R. 12368 would facilitate private investment abroad by making 
it possible to transfer appreciated property for use in the active con- 
duct of a trade or business without the threat of a tax on the appre- 
ciated, but unrealized, value of the assets to be so employed. 

As you know, it is now possible to avoid the ritual of a section 367 
ruling if a taxpayer wishes to pay the tax at capital gains rates on 
the jabedetae value of such assets before they leave the United 
States. Such a penalty payment should not be necessary as a pre- 
requisite to private foreign investments, nor should section 367 be 
used to block such investments, 

3. Section 367 ruling policy: In this conenction, it would be helpful 
for this subcommittee to request from the Commissioner or the Secre- 
tary of the Treasury a clear public statement as to his distinction, 
indicated in recent unfavor able section 367 rulings, between the term 

“avoidance of taxation,” as used in the statute, and the normal con- 
cept of “postponement or deferral of taxation.” 

There has been some indication the service is inclined to view any 
postponement or deferral of tax, no matter how small, as outright 
avoidance in the section 367 area. This misinterpretation could be 
remedied by adoption of H. R. 12368. 

4. Sections 903 and 904 amendments: Section 903 should be amended 
if necessary to achieve equity for taxpayers who pay substantial for- 
eign taxes not specifically designated “income taxes,” and for those 
taxpayers who lose even the benefits of the “in lieu of” provisions of 
section 903. 

Congress intended, as argued by the late Senator George in 1952, 
and again in 1954, to give taxpayers credit for those foreign taxes 
measured by gross income, gross sales, or other methods if they were 
levied in lieu of an income or excess- profits tax. 

A good example is the Colombian patrimony tax already tried i 
a United States district court and the Tax Court of the United States 
and, even more recently, a Japanese tax for which credit was denied 
in Revenue Ruling 58-548. 

The Treasury’s narrow regulations make it impossible to assure a 
businessman in advance that some new—or even some old—taxes levied 
by a foreign state or political subdivision thereof will be recognized for 
purposes of a fair and equitable United States tax credit. 

A legislative recommendation from this subcommittee to remove this 
inequity would be very much appreciated. 

Another helpful amendment would ae section 904 along the 
lines suggested in H. R. 6248 and H. R. 247 of the 85th C ongress, 
permitting taxpayers to apply either the per-country limitation or 
the overall limitation, whichever results in the larger foreign tax 
credit. 

There is no need for a taxpayer to be penalized by the elimination 
of the overall limitation in the 1954 code. 

The real concern of the subcommittee in this foreign tax credit area 
is to be certain no foreign tax paid can ever be used as a credit against 
United States tax on income from United States sources. 
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Incidentally, the enactment of section 42 of the Technical Amend- 
ments Act of 1958, permitting carryovers and carrybacks of foreign 
tax credits, does not make the passage of H. R. 6248 any less important 
to many businesses. 

5. Western Hemisphere trade corporation qualification: With the 
Commissioner’s victories in the Balanovski! and American Food 
Products Corp.? cases in the Second Circuit Court of Appeals and 
the Tax Court of the United States, respectively, it seemed clear the 
Commissioner and both courts had convincingly reaffirmed the passage 
of title test as the only consistent test in determining source of income. 

However, an unpublished memorandum issued to revenue agents has, 
during the past year, been cited to taxpayers in the field to indicate a 
vacillation from this test where it would result in an unfavorable 
rather than a favorable result for the Commissioner. 

It is believed the number of this unpublished ruling is General 
Counsel’s Memorandum 30371. 

It is understood the Commissioner is preparing a statement on his 
position in this Western Hemisphere trade corporation qualification 
area for publication, but this has been rumored for more than a year. 

In the meantime, agents have been confused and confusing in their 
disqualification of such corporations without furnishing bills of par- 
ticulars or explanations in notices of deficiency. 

A request by this subcommittee for a full public statement of the 
Commissioner’s policy would be most helpful to taxpayers planning 
Western Hemisphere trade corporation operations, as well as those 
already so engaged. 

It should also be noted that the American Bar Association has recom- 
mended an amendment to section 921 to provide that, in determining 
whether a corporation qualifies as a Western Hemisphere trade corpor- 
ation, purchasing activities outside of the Western Hemisphere should 
not be taken into account. 


CONCLUSION 


Students of international trade and taxation in the United States 
and elsewhere are troubled by the seeming dichotomoy in our executive 
branch. State Department and Commerce Department officials en- 
courage private investment abroad, while Treasury Department offi- 
cials indicate a kind of coolness which borders on discouragement. 

A recent example was the requirement suggested in the proposed 
regulations under section 6012 that nonresident foreign corporations 
file United States tax returns even though all United States tax has 
been fully collected at the source and reported by the United States 
withholding agent. 

This latter attitude must be changed by legislation, if necessary, to 
encourage the private segments of our economy to take over some of 
our developmental responsibilities abroad. 

Private business seems unwilling and anxious to cooperate. It asks 
only a fair opportunity to do so. 

Thank you, sir. 

Mr. Macurowicz. Thank you, Mr. Slowinski. 

Mr. Byrnes? 


1U. 8. vy. Balanovski, 236 F. 2d 298 (2d circuit, 1956), Cert. denied 352 U. S. 968. 
2 American Food Products Corp., 28 T. C. 14 (1957). 
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Mr. Byrnes. I have no questions. 

Mr. Macurowicz. I have no questions. We appreciate very much 
your appearance and your statement. 

Mr. Stowrnsxt. Thank you, sir. 

Mr. Macurowicz. The next witness is Mr. Scott C. Lambert, general 
tax counsel, Standard Oil Company of California. 


STATEMENT OF SCOTT C. LAMBERT, GENERAL TAX COUNSEL, 
STANDARD OIL COMPANY OF CALIFORNIA 


Mr. Macurowicz. Will you identify yourself for the record, sir? 

Mr. Lameerr. Thank you, Mr. Chairman. My name is Scott C. 
Lambert. I am the general tax counsel of Standard Oil Company of 
California. 

I am very pleased to have the opportunity to appear before your 
committee and give the views of my company and myself on methods 
by which American capital can be encouraged to invest in foreign 
countries. 

Our interest in this question is very real. My company, either di- 
rectly or through its foreign joint ventures, has investments in over 
132 subsidiary companies in some 86 foreign countries. 

Trade, not aid, bulwarks peace: To begin with, it is our belief that 
one of the strongest factors in the preservation of peace is the encour- 
agement of economic development in countries whose standards of 
living are lower than that of the United States. 

The United States is the greatest capital producing country in the 
world, and for many years to come our Nation will have to serve the 
role of a capital exporting country. We will have to do this either 
through aid or through trade. 

It should be self-evident that trade is the more effective of the two, 
since it tends to make the other country more self-sustaining, and is, 
therefore, more permanent and beneficial in its effects than handouts 
from another country, however friendly. 

So let us shift the burden, as much as we can, from the backs of 
already weary American taxpayers to the strong shoulders of the 
American businessmen who stand ready to risk their capital and 
expend their energies in foreign ventures, provided they have a fair 
shake at making a profit. 

The tremendous burden of our foreign aid program can only be re- 
duced if American capital takes over this assignment on a sound 
economic basis. 

As I understand it, the purposes of your committee are to explore 
and develop the bases for just such a sound economic policy. 

Partly because it is my field, but mainly because I believe it is the 
biggest single factor in stimulating or deterring foreign investment, 
I would like to confine myself to the tax aspects of this question, leav- 
ing other areas of this complex problem to those more conversant 
with them. 

Encouraging provisions of present Revenue Code: May I comment 
at the outset that there are several provisions in the present Internal 
Revenue Code which have served to encourage foreign investment 
most effectively. If any of these particular provisions were to be 
amended adversely or eliminated, it would have the most severe kind 
of deterring effect on foreign investment. 


83415—58 32 
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The provisions I am referring to are those relating to foreign-tax 
credits, percentage depletion for extractive industri ies, and the Western 
Hemisphere trade corporation. 

I mention the importance of retaining these provisions because of 
a number of attacks which lately have been made on them from certain 
quarters. 

It seems strange to me that any committee of this Congress should 
be considering modification or elimination of these vital provisions, 
while at the same time your committee is diligently seeking ways and 
means of encouraging foreign investment. 

It is, of course, altogether »roper that every provision of our laws 
should be reexamined from time to time to assure that it is carrying 
out its intended purpose. 

However, the preservation of these vital provisions in our law is 
mentioned here because all of you gentlemen are members of the im- 
portant Ways and Means Committee, and that is the committee which 
will be charged with reviewing attempts to modify the foreign-tax 
credit and percentage- depletion } provisions, 

I merely wish to make the point that it may be as important to the 
development of our foreign trade to keep certain provisions that we 
already have in our present tax structure as to add new ones. 

New provisions which would help: I now wish to take up certain 

roposed provisions which, in my opinion, would provide real stimu- 
faticn to the export of American capital. 

There are many changes which could be made in the tax laws to 
encourage foreign investment. Because of the limits of time, I shall 
confine my approach to the most important of these, which I offer 
under a broad three-part program. 

Make Western Hemisphere trade corporation worldwide: My first 
recommendation would be to put the provisions of the Western Hemi- 
sphere trade corporation on a worldwide basis. 

The general effect would be to grant a 14-point tax rate reduction 
to United States corporations operating in the Eastern Hemisphere. 

Your committee is very familiar with the success of the Western 
Hemisphere trade corporation provisions in promoting trade between 
the United States and other countries in this hemisphere. 

These provisions were introduced in 1942 to do a job in the Western 
Hemisphere. They have proved their effectiveness, and, now that the 
same job has to be done on a bigger, worldwide scale, we can do it 
with this tested, workable method. 

I am sure it is no news to this committee that the largest foreign 
investment by any industry has been made by the American petroleum 
industry. 

But it may be news that, almost without exception, American com- 
panies investing in the Western Hemisphere have done so through 
Western Hemisphere trade corporations. 

If these provisions were to be made available on a worldwide basis, 
companies availing themselves of this coverage would be entitled to 
join in consolidated Federal income-tax returns; to the benefits of 
percentage depletion; to such provisions as the carryback and carry- 
forward of net operating losses; and to other important features of 
the United States Internal Revenue Code. 

In exchange for these benefits they would pay current United States 
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taxes at the preferential rate accorded companies operating entirely 
outside the United States. 

Tax deferral of United States companies abroad : Now to the second 
part of this broad program: 

All of us are aware of the tax advantages of doing business through 
foreign corporations; earnings of such operations bear no United 
States tax until dividends have been remitted to the United States 
parent. 

Earnings after the imposition of foreign tax are available for rein- 
vestment abroad. 

Many American taxpayers, although they would have preferred to 
use a United States company, have thus been forced to operate through 
a foreign subsidiary, in order to compete with foreign domiciled 
companies. 

On the other hand, there have been other taxpayers investing in 
foreign areas that have been prevented from using foreign incor- 
porated companies—branch banks, for example—and they have been 
unable to compete on the same level with foreign companies. 

So the second part of this program would be to give United States 
corporations operating abroad the privilege of being treated the same 
as companies domiciled and operating in foreign countries. 

Under this arrangement such a company would bear no United 
States tax until it remitted a dividend to its United States parent, or 
until its branch operation remitted its earnings to the home office in the 
United States. 

The purpose of this approach would be to put a United States 
branch or company on an equal footing with a foreign company in the 
foreign jurisdiction, 

Such an enterprise would then pay the foreign taxes paid by its 
competitor, reinvest after-tax earnings, and otherwise be treated by 
the United States as a foreign company. 

Many thoughtful observers have felt that United States laws un- 
fairly favor foreign subsidiaries and discriminate against United 
States companies in that the latter are subject to current United States 
taxation not imposed upon earnings of foreign companies until they 
remit dividends to their United States parents. 

As a result it has been strongly urged that United States companies 
be given the option to defer United States taxes on their foreign earn- 
ings until these earnings are actually brought into the United States, 

I am sure you are aware of the development and spread of the so- 

called tax-haven company—a foreign holding company set up to facili- 
tate the accumulation and reinvestment of foreign funds. 

The amendment I suggest would largely eliminate the need and value 
of such tax-haven companies. 

This proposal is not new but I believe it would bring a new impetus 
to foreign investment. 

Fourteen percent reduction for foreign income: To round out the 
picture and to equate the United States branch with the foreign sub- 
sidiary, and each of them with the Western Hemisphere trade cor- 
poration, it is my further proposal that dividends brought into the 
United States from foreign subsidiaries, as well as earnings from a 
United States branch or subsidis ary, be given a 14-percent reduction 
from the rate applicable to domestic e earnings. 
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This would be without regard to foreign tax credit which would 
still apply in proper cases. In order that dividends from foreign sub- 
sidiaries would be taxed at the same rate as income from United States 
subsidiaries, it would be necessary to “gross up” foreign dividends by 
the amount of foreign tax applicable to the dividend before comput- 
ing the amount of foreign tax credit, and also to exempt such divi- 
dends from the 2-percent consolidated return surtax. 

In this way, all foreign earnings would be given uniform rate treat- 
ment whether earned under a Western Hemisphere trade corporation 
type arrangement, by a United States company with deferred tax 
status, or by a foreign subsidiary. 

No longer would a foreign subsidiary hold any advantage over a 
United States incorporated company. 

It is our view that in this broad program every company could 
find the tax and financial setup best suited to its purposes. 

The company needing loss carryovers, benefits of consolidation, or 
percentage depletion would elect the worldwide Western Hemisphere 
treatment. 

On the other hand, the United States company needing to accumu- 
late reserves in a country where the tax rate is less than the United 
States rate, and desiring to be as competitive as possible with foreign 
incorporated companies, would elect to be treated as a foreign 
corporation. 

There would be much encouragement for every type of foreign 
venture. 

Now I have tried briefly to outline some basic tax incentives which 
would, I believe, furnish a healthy stimulant to foreign investment. 

Many worthwhile proposals have been advanced which would 
achieve virtually the same ends. I refer to the proposed United 
States foreign business corporation conceived and developed by Messrs. 
Barlow and Wender, and the international business corporation ad- 
vanced by Mr. Richard Munsche of Coca Cola Corp. 

These proposals are well conceived and would provide through the 
mechanism of a new type of taxing entity much of the program I have 
recommended here today. 

In fact, I believe that if the 14-point differential I favor for for- 
eign income were applied to the concept of the United States foreign 
business corporation, that form of entity would be the best means to 
carry out my proposals. 

Other aids to program: Now, I would like to mention some further 
points which are necessary to implement the program I have out- 
lined and would aid materially in making it more effective. 

Apply Western Hemisphere trade corporation benefit company by 
company: First, the Western Hemisphere trade corporation benefit, 
whether it is restricted to this hemisphere or put on a worldwide 
basis, as I have recommended, could be made even more effective if 
it were applied on a company-by-company basis. . 

This means that in the case of a group filing a consolidated return a 
loss by one company would not reduce the Western Hemisphere trade 
corporation benefit of a sister company making a profit. 

In other words, each company qualifying under these provisions 
would stand alone for this purpose. 

Let me illustrate with an example: 
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My company has a subsidiary exploring in Canada on a very lar 
scale and its exploration and development expenses far exceed its 
profits from production. 

Weare also doing business profitably through subsidiaries in various 
countries in South America, such as Venezuela. 

For purposes of determining the Western Hemisphere status of 
our company operating in Venezuela, and applying the 14-point tax 
rate reduction applicable to Western Hemisphere companies to that 
company, the losses occurring in Canada should be ignored. 

We believe Congress intended this result. But the Commissioner 
in his consolidating regulations, has required the pooling of Western 
Hemisphere loss companies with Western Hemisphere profit com- 
panies, with the result that the benefit of the Western Hemisphere 
trade provision has been greatly reduced. 

In our view, this regulation in effect is frustrating the intention of 
Congress. We recommend that Congress take such steps as are neces- 
sary to insure that each Western Hemisphere company be given the 
benefit of the preferential tax rate, irrespective of whether another 
member of the consolidated group sustains a loss. 

Otherwise it may readily be seen that there will be a disincentive to 
investing in one country, when the effect of possible loss operations 
there would be to increase the effective United States tax rate on 
another company. 

You will recall that a somewhat similar situation resulted when 
foreign tax credits were subject to the overall limitation. 

In that case, losses in one foreign country prevented the taxpayer 
from realizing a full tax credit for taxes paid to another foreign 
country. 

Congress recognized this inequity and corrected it in 1954 by 
eliminating the overall limitation, and leaving only the country-by- 
country limitation. 

Similar action is recommended in this case. 

Foreign tax waivers: Turning now to another recommendation: 

Many underdeveloped foreign countries have seen fit to waive a 
portion of their income tax on new companies in order to attract 
foreign capital, or to stimulate a particular industry which they con- 
sider important to their economy. 

Without corrective action on the part of our country, this forei 
purpose is completely frustrated because, under our foreign tax credit 
mechanism, the income tax waived by the foreign country is picked 
up by the United States and the incentive to business eliminated. 

It is our recommendation therefore that the United States allow a 
credit for taxes waived by the foreign country, where the purpose 
is to stimulate business in the foreign country. 

An example of what I mean was the provision in the Pakistan 
treaty as originally proposed. 

As it turned out, the waiver provision was taken out of Pakistan 
law before the treaty was ratified. But the point was clearly set forth 
in the treaty negotiated by the Treasury Department and convincingly 
explained by Mr. Dan Throop Smith before the Senate Finance Com- 
mittee. 

In the eyes of some such a waiver would represent a revenue loss to 
the United States. I submit this is not so. The United States has 
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lost nothing if a foreign country chooses to waive a part of its tax as 
a stimulant to its own economy. 

Obviously, if the foreign tax had been levied, the United States 
would have allowed a credit. It follows that the United States would 
be no worse off if it allowed a credit for a tax so waived. 

To do otherwise is to vitiate the foreign country in its purposes, and 
the foreign country ends up by not waiving the tax. 

Reorganization: Section 367: Another area where remedial legis- 
lation is called for is in connection with section 367. 

This section excludes foreign corporations from coverage under the 
reorganization provisions of the Internal Revenue Code, unless it can 
be established satisfactorily that there is no tax avoidance purpose to 
the reorganization. 

This restriction has prevented many worthwhile thoves that would 
have been possible if the companies had all been domestic. 

The use of a foreign holding company is almost restricted to new 
foreign investors. An already existing company is ane limited 
in moves it can make to reorganize or consequences on liquidations or 
transfers of ownership of foreign corporations. 

Section 367 should be amended to permit foreign corporations to 
reorganize in the same manner as domestic corporations, without the 
recognition of gain or loss. 

H. R. 12368, introduced by your chairman and known as the Boggs 
bill, will go far to correct the inadequacies of section 367 and deserves 
the support of all. 

What other countries have done: Let us take a moment to examine 
these proposals from the view point of what are other countries doing 
or have done. 

It is safe to say that the United States, with the greatest need for 
foreign investment incentives and its existing burden of foreign aid 
crying to be alleviated by a sound foreign trade policy, is actually 
behind the parade. 

The United States is the only major nation that taxes currently, and 
at full rates, with only limited exceptions, the foreign source income 
of its corporate citizens. 

The list of countries that are ahead of us in adopting realistic meas- 
ures to encourage foreign investment is a list of the capital exporting 
nations of the world. 

Great Britain, with its Overseas Trading Corporation; Canada, 
with its Foreign Business Corporation; Holland, France, Belgium, 
Italy, and many nations in South America, all exempt income from 
foreign sources from their ‘taxing jurisdiction. 

Some exempt foreign income entirely from tax. Others, such as 
Great Britain, exempt foreign income from taxation until it is brought 
home, in much the same way as we have recommended that United 
States corporations be permitted to defer tax until the earnings are 
remitted to the United States. 

As a result of this, there is evidence that American capital is losing 
out to other foreign ‘nations in the contest for markets, raw material 
sources, and investment opportunities. 

In terms of progress in many fields, the United States is way out in 
front. Perhaps in the matter of encouraging foreign investment and 
foreign trade, we can learn from such as the British and the Dutch, 
who were capital exporting nations when we were still a British colony. 
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The point may reasonably be made that foreign investment is not 
governed by United States factors alone; that equally—if not more— 
important is the climate created by the foreign government. 

If it is politically or economically unattractive to American capital, 
no amount of incentive granted by the United States will induce 
American capital into that foreign nation. 

Of course, this is true. But we can do our part to create the proper 
climate for foreign investment by adopting incentives—or removing 
deterrents. 

Then American capital will flow—as water through a floodgate—to 
those foreign nations that have themselves done what they could to 
create the proper climate. 

May I again express my thanks to you gentlemen for the oppor- 
tunity to be heard. 

As a closing comment, I would like to say for myself and for the 
company I represent that we believe your subcommittee is doing a 
very fine thing in stimulating interest in our country’s foreign trade 
policy, and in seeking out means for generating and developing foreign 
trade to the mutual benefit of both the United States and its foreign 
neighbors. 

Mr. Macurowicz. Thank you, Mr. Lambert. 

Mr. Byrnes? 

Mr. Byrnes. No questions. 

Mr. Macnrowrcz. I have no questions. 

We appreciate your contribution very much, Mr. Lambert. 

Mr. Lampert. Thank you. 

Mr. Macnrowricz. Our next witness is Mr. Emile Benoit, associate 
professor of international business, Columbia University. 


STATEMENT OF EMILE BENOIT, ASSOCIATE PROFESSOR OF INTER- 
NATIONAL BUSINESS OF COLUMBIA UNIVERSITY, AND ASSO- 
CIATE IN CHARLES HENRY LEE & ASSOCIATES, INTERNATIONAL 
MANAGEMENT CONSULTANTS 


Mr. Benorr. My name is Emile Benoit. I am associate professor 
of international business of Columbia University, and associate in 
Charles Henry Lee & Associates, international management consultant. 

Previous experience includes 5 years with United States economic 
missions to the United Kingdom and to Austria. 

In the latter post I had a major responsibility in decisions ee 
the use of counterpart funds in the Austrian investment program. 
am grateful for your invitation to discuss with you how United States 
private foreign investment could make a larger contribution to the 
economic development of the free world. 

I feel about the topic of your hearings a very great sense of urgency. 
We now stand historically at the point of intersection of three great 
revolutions : 

The atomic revolution, the Communist revolution, and what has 
been called the revolution of rising expectations in the underdeveloped 
areas. The compounded dangers of our situation are incomparably 
greater than those which any civilization ever survived before. 

Clearly private foreign investment can meet only a part of our prob- 
lem, yet, through its transfer of skills as well as capital, it is probably 
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the most powerful engine of material progress we can use to aid the 
underdeveloped countries. 

This assumes that complementary resources are supplied in other 
ways to finance the necessary economic infrastructure: public health, 
education, communication, transportation, and basic resource devel- 
opment. 

We have now achieved a rate of around $4 billion of United States 
foreign investment a year of which $3 billion is direct investment. 
This is more than seemed possible until recently. 

Yet only about $1.7 billion of this direct investment is outside North 
America and Europe, and about $2 billion is concentrated in petroleum 
or mining, with limited benefit to general development. 

Moreover only $2 billion out of $3 billion is net capital outflow. 
The rest is ploughed back profits of subsidiaries. To achieve the 
same rate of foreign investment as the British in the first decade of 
this century, in relation to national income, we should need to be 
investing $30 billion a year. 

What we lack so far, and what I think we need most of all, is a 
coordinated and long-term plan of action in which private foreign 
investment is integrated with other approaches to achieve tangible 

oals of economic growth in countries willing to cooperate with us 
in taking the measures required for success. 

By tangible goals I am thinking of such things as doubling the 
national income of an underdeveloped country in 10 or 15 years. 

Such cooperation might well take the form of mutual commitments 
between the United States on the one hand, and an underdeveloped 
country on the other, which would assure the availability of adequate 
amounts of aid for technical assistance and overhead social capital 
during an early phase, and an adequate inflow of direct investment 
during a later phase, the two phases to some extent overlapping. 

The underdeveloped country on its side would accept United States 
programing of local currency counterpart for its social investment 
program, and would undertake to provide an investment climate 
which would not only attract private foreign—and domestic—invest- 
ment, but would help such investment to function successfully and 
make its maximum contribution to economic progress. 

A number of the provisions that would be relevant here are those 
mentioned by the International Chamber of Commerce just a few 
minutes ago. 

Many countries would, of course, reject aid to which such tight 
economic strings were attached. 

Personally, I do not see this as any serious objection. I feel that 
in any case the total demands on our resources will far exceed the 
amount we will ever be willing to provide for such purposes, and I 
would much rather see the aid concentrated on areas which will use 
it effectively and achieve dramatic results than to have it spread 
thinly over the whole underdeveloped world without any very tangible 
benefits to anyone. 

I realize that my proposal will result in some hard feelings, some 
defections, and some spectacular failures among those nations which 
choose to go it alone. 

I think we must be prepared to accept these results as the lesser evil. 

The contrast in results between those who are willing to accept and 
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constructively use our help and those who are not, will be a salutary 
lesson for all to learn. 

Nor, am I deterred by the objection that this would involve im- 
posing our ideology on others. 

In my view it is a matter of fact, not ideology, that private enter- 
prise can make an essential contribution to economic development. I 
see no moral obligation on us to divert our limited resources to help 
those who, because of their firmly rooted misconceptions and 
prejudices, will make less effective use of our help than other equally 
needy claimants. 

To come now to our side of the bargain, we should have to commit 
ourselves to supplying four things: 

1. Adequate technical assistance and economic aid to lay the founda- 
tions for a modern agriculture, industry, and Government apparatus; 

2. Technical guidance and administrative assistance to plan and 
initially run the investment program until properly trained local 
staff could take over ; 

3. An adequate inflow of private investment to carry through the 
second stage of development to which private investment will make 
the essential contribution ; and 

4. Measures to help stabilize the demand for their raw materials 
and agricultural exports, thereby assuring them of minimum foreign 
exchange earnings through their own efforts. 

Only the third of these points is on today’s agenda. 

How can a free economy provide assurance that a specified minimum 
quantity of private foreign investment will be made available to a 
friendly country in support of national policy objectives? Certainly 
not by compulsion of investors. A free economy must operate through 
fiscal measures which create the required incentives. 

To come to specifics, I would propose that the required and agreed 
amounts of private investment be achieved as follows: 

1. Development programs would be jointly formulated by United 
States and underdeveloped nations, under cooperation agreements. 

2. United States companies volunteering to contribute to specific 
parts of these programs would be given special financial incentives. 

3. The most important of such incentives in my view would be low- 
cost loans in local currencies to cover local operating expenses. This 
would maximize the capital gains potentials per dollar of equity in- 
vestment, reduce vulnerability to local inflation and devaluation, and 
reduce total capital requirements for the American investor. 

4. The local currencies would be made available from local currency 
counterpart funds fed by agricultural surplus disposal programs, by 
new aid programs which will be undertaken in the coming years, and 
by counterpart accumulations from prior aid programs (Marshall 
plan, Public Law 480, etc.), and by reflows from prior special invest- 
ment programs, by the Development Loan Fund, etc. 

5. Additional important incentives would be furnished by preferen- 
tial tax arrangements. Cooperating companies, it would seem to me, 
should be relieved entirely of United States tax obligations with re- 
spect to profits earned on these particular investments. Furthermore, 
where these projects are undertaken by United States foreign subsidi- 
aries, remittance of dividends earned, directly or indirectly, in con- 
nection with these projects should also be exempt from United States 
taxation. 
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May I say pepramhotcen lie that I regard this point of special impor- 
tance since it could act as a stimulus to United States investment in 
Europe and other development areas. In turn these European and 
other foreign companies with United States participation can often 
make a more helpful contribution to the economic development of 
underdeveloped areas than can parent ‘companies here in the United 
States, since their costs are often lower and sometimes the American 
methods are too well developed, too perfect, too advanced, to be of the 
maximum benefit in underdeveloped areas, whereas some of the sub- 
sidiaries can make actually more eifective contribution. 

This will permit the local governments to attract Uuited States 
capital by maintaining tax rates substantially lower than in the United 
States, but will not force them to sacrifice badly needed revenue by 
reducing tax rates or holding them at unduly low levels. 

In very many cases the fiscal troubles of underdeveloped countries 
are complicated by inadequate tax revenues. I am suspicious of any 
plan such as the tax-sparing proposals now advanced by the 
administration which might accentuate or perpetuate these difficulties. 

6. The cooperating investor should be given all of the guaranties 
now available in the ICA investment guaranties program (against 
total inconvertibility, expropriation, and destruction of facilities by 
warfare), plus three others; namely, guaranties against— 

(a) Destruction of facilities by revolution and civil strife. 

(6) Inconvertibility except at a free-market rate or at a special 
rate less favorable relative to the best official rate than the rate at 
which the investment was made, and proved net losses over a long 
period arising from foreign-exchange devaluation after the com- 
pensating advantages of higher loca al price levels have been taken 
into account. 

Furthermore, these guaranties should be available to cooperating 
companies without cost. Incidentally, I have long argued that the 
present charge of one-half of 1 percent for each type of guaranty 
in this program is much too expensive. No payments have been made 
under the plan. The Government has collected well over a million 
dollars in premiums. I think the Government should be subsidizing 
foreign investment, not trying to make a profit out of the services 
provided to it. 

7. Finally, if there is inadequate private investment volunteering 
despite the above incentives in the program that I mentioned, then I 
see much merit in the suggestion of Mr. David, of the CED, that the 
United States Government contract with private firms to do the neces- 
sary work. I should hope this would be done on a competitive basis, 
with firms all over the world free to submit bids. But I would look 
upon this method as a last resort to be used as a supplement to the 
extent that the results of the other methods fell short of agreed objec- 
tives. There may be certain types of investment which cannot be 
immediately profitable, but which the United States Government could 
afford to undertake as a sort of international public-works program 
and which might even pay a reasonable return in the very long run. 

I have formulated my recommendations in terms of a United States 
program. I do think that there are big advantages to working through 
international agencies or by multilateral agreements whenever this 
is possible without relaxing the demanding economic standards I feel 
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we should apply to any international development activity we help to 
finance. Our resources, while large, are not unlimited, whereas the 
need for aid and foreign investment is, in principle, virtually un- 
limited. I think we have a moral obligation, as well as a compelling 
practical interest, to do a lot more than we are doing, but the intensity 
of the need only underlines the importance of making sure that our 
combined resources are most effectively used. 

I need hardly say that the World Bank, the Export-Import Bank, 
and any world development bank or funds that may be established, 
as well as the various national development banks, should be utilized 
to the greatest possible extent in the implementation of such a pro- 
gram. They are needed both for the capital of which they dispose 
and for the outstanding expertise which they possess in this field. 
But none of these agencies, nor all together, can begin to do a job of 
the magnitude that needs to be done. We need a fresh and far more 
ambitious approach to the whole problem. 

Mr. Macurowicz. Thank you, Mr. Benoit. 

Any questions ? 

Thank you very much, We appreciate your presentation here today. 

Mr. Matthew J. Kust, attorney at law, Washington, D. C. 


STATEMENT OF MATTHEW J. KUST, ATTORNEY AT LAW, 
WASHINGTON, D. C. 


Mr. Kusr. I am Matthew J. Kust, attorney at law, presently en- 
gaged in international legal practice in Washington, D.C. 

During the period February 1952 to March 1954, I served as legal 
adviser in connection with United States economic and technical assist- 
ance programs in south and southeast Asia. Thereafter, I joined the 
program of international legal studies at Harvard Law School and 
devoted my time primarily to studying the problem of economic de- 
velopment in underindustrailized countries. The analysis of the im- 
portance of American private enterprise in the economic development 
of these countries and the accompanying proposal, which I respect- 
fully submit, are the result of this experience and study. 

During the past two sessions of Congress, this analysis and proposal 
has been submitted to the Committees on Ways an Means, Foreign 
Affairs, and Foreign Relations as an appropriate addition to our for- 
eign aid program. My oral presentation will consist of brief sum- 
maries of two papers which set forth the analysis and proposal at 
some length, but I would appreciate it if the full papers could be made 
part of the record of these hearings. 

Mr. MAcurowicz. The full papers will be made a part of the record. 

(The information referred to follows :) 


A PROGRAM FOR AMERICAN PRIVATE INVESTMENT AND TECHNICAL ASSISTANCE IN 
UNDERINDUSTRIALIZED AREAS 


FOREWORD 


There is offered herewith a program for effectuation of United States foreign 
economic policy through encouragement of American private investment and 
technical assistance in underindustrialized areas. It is the product of many 
months of reflection, study and discussion, founded upon a number of years and 
experience in the field of economic development of underindustrialized areas and 
the problems attendant upon American assistance in such development. 
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After 5 years of private practice of law as an associate with the firm of Sulli- 
van & Cromwell of New York City, primarily in the Federal tax field, I joined 
the State Department in Washington, D. C., as a member of the management 
planning staff. In this capacity I assisted in the organization of the original 
Technical Cooperation Administration. Thereafter, I served as legal adviser 
to the United States embassies in south and southeast Asia in connection with 
economic and technical assistance programs for a period of 2% years. I returned 
to the United States to become a member of the program of international legal 
studies at Harvard Law School. My time with the program was devoted pri- 
marily to studying the problems of taxation in an underindustrialized country 
such as India, with the object of devising a tax structure to promote economic 
development. A manuscript for a book on this subject which I have written 
is being readied for publication in India. 

I am presently on leave of absence from the program and am devoting my 
full time to legal practice in the international field, in connection with which I 
have recently traveled extensively through southeast Asia, the Middle Hast, and 
South America. 

From my experiense, my studies, my discussions with many people familiar 
with the problems of economic development of underindustrialized areas, and 
my discussions with businessmen engaged in foreign operations, I am convinced 
that our present efforts to implement American foreign economic policy are in- 
effective because of the failure to enlist adequately the aid of American private 
enterprise. On the other hand, it need hardly be said, I am convinced that the 
program set forth herewith would be effective. This program represents the 
rounding out of a new approach to foreign economic policy of which another 
complementary aspect is set forth in my article, Economic Development and 
Agricultural Surpluses, appearing in the October 1956 issue of Foreign Affairs. 

In this foreword and in the presentation hereafter the term “underindustrial- 
ized” has been substituted for “underdeveloped” in referring to areas and coun- 
tries requiring capital and technical assistance for economic development. There 
are undeniably offensive implications in the term “underdeveloped” which are 
resented by the people of the areas and countries so referred to. Although the 
term “underdeveloped” has achieved wide acceptance and usage in this country 
it should be abandoned. “Underindustrialized” is a more precise and more 
acceptable term. 

SUMMARY 


Since 1950 the United States Government has been offering economic and 
technical assistance to underindustrialized areas on a worldwide basis. In the 
fields of agriculture, health, and education this foreign aid has proved reasonably 
successful because the Government, with the participation of American univer- 
sities, colleges, and other nonprofit organizations, can marshal the best American 
knowledge and skill for the purpose. 

But these countries need and they want industrialization. For this, capital 
goods and technical knowledge from abroad are indispensable. In providing 
these our Government is greatly handicapped by inability to marshal the best 
American technical knowledge and skills. 

First, technology for industrialization is principally the property of American 
private enterprise. 

Second, the people most knowledgeable and skilled in industrial management 
and technology are employed by American private enterprise. 

Third, technology and technicians must usually go hand in hand. 

Finally, transmission of industrial knowledge and skills involves training 
of foreign managements, technical personnel and skilled labor. 

Thus, assistance for industrialization is not readily within the province of our 
Government. 

Under its communistic regime, Russia, however, can send its best technology, 
technicians, and managers anywhere in the world to further its foreign policy. 
Since our Government cannot do the same under our private enterprise system, 
the problem is how to induce American private enterprise to send its capital, 
knowledge, and skills abroad in furtherance of our foreign economic policy. 

American business does not readily send its capital and technology abroad 
because of the many economic and political obstacles, risks, and costs involved. 

An industrial undertaking in an underindustrialized country must provide 
its own public service facilities, operate in a narrow market where it cannot 
take advantage of mass production techniques, train its own foreign technical 
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and skilled personnel, and conduct business in an environment of strange busi- 
ness practices, unfamiliar laws and language barriers. 

American business finds it hard to induce its managerial and technical per- 
sonnel to go to these countries because of unfavorable climatic and health 
conditions and numerous social and cultural disadvantages. The economic and 
political situation in many of these countries increases the risk of inconverti- 
bility of foreign currencies, expropriation and damage due to riot, revolution, 
and war. 

Finally, there is simple lack of knowledge about opportuities in underindus- 
trialized areas. 

The cumulative effect of these factors makes the employment of capital and 
technology in underindustrialized countries far less attractive to American 
private enterprise than its employment at home or in other industrialized 
countries, particularly at a time of high prosperity. 

Thus far our Government has merely established the investment guaranty 
program which removes only part of the risks, costs, and obstacles. This pro- 
gram has proved insufficient by itself to stimulate a substantially increased 
participation by American private enterprise in the economic development of 
the underindustrialized countries. 

More positive steps will have to be taken to induce American business to 
employ its capital and technology in the underindustrialized areas. A measur- 
able profit inducement must be provided by Congress. Ample precedent for 
such action by Congress exists in the merchant marine subsidy program and 
the tax concession to American industry through rapid amortization of emer- 
gency facilities, both designed to induce American private enterprise to better 
serve our defense policies. 

The profit inducement could be effected through a substantially enlarged 
Government aid’ program providing for Government contracts with American 
business for new industrial undertakings in the underindustrialized countries. 
This would require a Marshall plan for Asia which is not likely to be approved 
by Congress. It would interpose 1 or 2 Government bureaucracies between 
American private enterprise and its counterpart in the foreign country which 
would make the program ineffective; costly to the American taxpayer and un- 
attractive to American business. 

A more acceptable and efficient approach is an indirect one through an 
income-tax concession which would induce an autonomous and direct flow of 
capital and technical assistance from American private enterprise to govern- 
ments and private enterprise in the underindustrialized areas. 

The tax concession should be restricted to new American private investment 
and technical assistance in underindustrialized countries. It is suggested further 
that the tax concession should be administered by the State Department, or 
other agency designated by the President, through the issuance of tax-exemption 
certificates for qualified foreign investment and technical assistance in a manner 
similar to the administration of the investment guaranty and the amortization 
of emergency facilities. The certifying agency should be empowered to grant 
partial or complete tax exemption as it determines is necessary in accordance 
with guiding standards and criteria fixed by Congress to induce greater participa- 
tion by American private enterprise in the industrialization of a particular 
country. 

A tax exemption of income from personal services rendered abroad in con- 
nection with certified American private investment and technical assistance to 
underindustrialized countries should also be provided. 

Finally, our foreign-policy makers would have to make a concerted effort to 
persuade American private enterprise of the indispensability of its role in this 
vital area of our foreign economic policy. 


THE PROGRAM 


Capital goods and technical knowledge from abroad are indispensable to the 
economic development of an underindustrialized country. The low level of tech- 
nical knowledge and skills is one of the most striking features of an under- 
industrialized country. While capital accumulation is inadequate, the capital 
that can be accumulated within the country in both the public and private sectors 
cannot be employed productively in the industrial sense because the necessary 
technology in the form of capital goods and technical knowledge is not available 
or is insufficiently available in the country. 
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Consequently, it is not surprising that reports on the economic development 
of Communist China stress that the primary form of aid being received from out- 
side is Soviet technical assistance. This is supported by Soviet loans for the 
purchase of capital goods and other requirements for China’s industrialization 
program. 

It is estimated that 15,000 to 20,000 or more Russian technicians have been 
sent to Communist China by the Soviet Union since 1950 to assist in the various 
aspects of economic development. Nothing remotely comparable is transpiring in 
the underindustrialized countries outside the Communist world. Why this 
should be so when we have had economic and technical assistance programs in 
operation on a worldwide basis since 1950 is one of the serious problems of our 
foreign economic policy. 

While Western technology has reached the underindustrialized countries it 
has not done so in sufficient breadth and depth to permeate their social and 
economic structure. Moreover, technological advance in the industrialized 
areas is outpacing its transmission to the underindustrialized areas so that the 
gap between them in technology, and with it the inequality in wealth, continues to 
grow. 

Yet the growing fund of technology in the industrialized countries of the world 
should provide the underindustrialized countries with the means for rapid eco- 
nomic growth. It is appropriate, therefore, to examine how this advance tech- 
nology can be transmitted to the people of the underindustrialized areas and why 
it is not being done more effectively by America. 


Technical cooperation program unable effectively to aid industrialization 


Since 1950 the United States Government has been offering technical assistance 
to underindustrialized areas on a worldwide basis. This is the famous point 4 
program. It is known officially as the technical cooperation program. 

In the fields of agriculture, public health and education, it is reasonable to 
expect that the United States Government with the participation of American 
universities, colleges and other nonprofit organizations can marshal the best 
American knowledge and skill for technical assistance to foreign countries. But 
that is no more than half the job. 

Economic development in addition requires industrialization. In aiding this 
the technical cooperation program of our Government is greatly handicapped by 
inability to marshal the best American technical assistance to help underindus- 
trialized countries. The reasons are not difficult to understand. 

First, technology for industrialization is principally the property of American 
private enterprise. Technology is embodied in machines, dies, tools, processes, 
formulas, patterns, drawings, designs, and similar forms. Much of it is patented 
or copyrighted by individuals and corporations and can be transmitted only 
through license, lease, or sale. The United States Government, therefore, has 
little command over industrial technology for purposes of its technical coopera- 
tion program. 

Second, the people most knowledgeable and skilled in industrial management 
and technology are employed by American private enterprise. A cursory perusal 
of any metropolitan newspaper reveals the intensity of competition in American 
industry for executives, engineers, scientists, and other technical personnel. It 
is impossible for the Government under its existing organization to compete for 
the services of such personnel because it cannot pay the salaries they command 
in private industry. 

Third, technology and technician must usually go hand in hand. Even if 
the Government could hire the technicians it might not be able to give them 
access to the technology which is the property of private enterprise. This 
is likely to be the normal situation with the most advanced technology. 

Finally, transmitting managerial and technological knowledge and skills to 
underindustrialized countries involves the training of foreign management 
and technical personnel and skilled labor. Much of this training must be done 
abroad in connection with the establishment of a new enterprise but there is 
great need for such training at the home plants and offices of American busi- 
ness. Our Government is making attempts to achieve such training under its 

technical cooperation program with no great success. Foreign trainees com- 
plain of inadequate attention by American business beyond a quick trip through 
the plant. But American private enterprise cannot be expected to undertake 
readily such training at its cost. It interferes with normal production schedules 
and occupies the time of key personnel who are urgently needed elsewhere. 
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Thus, the essential nature of the transmission of technology places the United 
States Government at a tremendous disadvantage under its present program in 
the field of foreign economic affairs. Russia is beginning to challange the West 
vigorously in the field of economic and technical assistance to Asia, Africa and 
even South America. Under its socialistic economy the government owns and 
has control over all Russian technical knowledge and skills. The Russian Gov- 
ernment can send its technology and best industrial managers and technicians 
anywhere in the world to further its foreign policy. And it can supplement this 
with easily serviceable loans for the purchase of Russian capital goods. Yet the 
capital and technology America possesses can meet and outmatch the Russian 
challenge. The problem is how to induce American private enterprise to send its 
capital, knowledge, and skills abroad in furtherance of our foreign economic 
policy. 


American private investment and technical assistance is needed but is presently 
deterred 

The need and importance of American private investment and technical as- 
sistance is evident from the hundreds of business proposals from underindus- 
trialized countries offered each year to American private enterprise through 
various channels such as Foreign Commerce Weekly and Investment Opportu- 
nities Abroad, published by the Bureau of Foreign Commerce. While some 
capital is generally desired, primarily to provide foreign exchange for needed 
capital goods, foreign industrial enterprise, whether private or public, seeks even 
more urgently technical assistance from American private enterprise through 
patents, processes, technicians and other means. 

Though no formal study has been made of the response of American private 
enterprise to these requests it is believed by many familiar with international 
trade and investment that most of them meet with disappointment. This failure 
by American business to help its counterparts in friendly underindustrialized 
countries hampers fulfillment of our foreign economic policy to aid economic 
development in such countries and makes it difficult for private enterprise in un- 
derindustrialized countries to play a prominent role in economic development. 

One may well ask why American business has not taken a more active role in 
exporting its capital and technology to the underindustrialized countries in view 
of the apparent opportunities and the needs of our foreign policy to assist such 
countries with their economic development. 

American private enterprise is in business for profit. Under normal circum- 
stances American business will, therefore, employ its capital and technology 
(including technicians) where they will bring the greatest and safest returns. 
American business does not readily send its capital and technology abroad be- 
cause of the many economic and political obstacles, risks and cost involved. 

Backward countries do not generally possess adequate public services such as 
power, water systems, transportation and similar facilities available in indus- 
trialized countries. A business venture abroad must provide such facilities for 
its enterprise at its own expense. 

The poverty of these countries makes impossible a broad market for manu- 
factured goods and low volume deprives any business venture in such countries 
of the economic advantages of mass production and the reduction of overhead 
costs per unit of output. Moreover, low volume limits compensation for tech- 
nology transmitted by license since such compensation is generally in the form 
of royalties based on sales. | 

The climatic and health conditions in many of these countries are less favor- 
able than in the United States. Technical personnel are reluctant to go to these 
countries with their families and subject themselves to the health hazards and 
living inconveniences. 

Language and other cultural barriers and unfamiliar business practices are an 
obstacle with which American business is not generally prepared to cope. 

Lack of sufficient skilled and experienced indigenous personnel to receive and 
employ advanced technology frequently requires training of local personnel as a 
precondition to effective transfer of technology. 

During a period of high prosperity such as has prevailed during the postwar 
period opportunities for employment of capital and technology in underindus- 
trialized countries offer little attraction since most of American capital and 
technology is very profitably employed at home. 

The political situation in many of these countries makes uncertain the survival 
of democratic or other favorable political institutions. This increases the risk 
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of expropriation without compensation. A lesser but formidable obstacle is the 
inability to repatriate capital and remit earnings because of the foreign exchange 
difficulties of most of these countries. 

And, finally, as important as any of the foregoing in producing inaction, there 
is simple lack of knowledge about the opportunities in underindustrialized areas 
coupled with natural inertia and a disinclination to venture into the unfamiliar. 

The cumulative effect of these factors makes the employment of capital and 
technology in the underindustrialized countries far less attractive to American 
private enterprise than its employment at home or in other industrialized coun- 
tries. Perhaps the one exception is the exploitation of petroleum and mineral 
resources where the employment of capital and technology is governed by the 
situs of these natural resources. 

In view of these obstacles to effective American economic and technical assist- 
ance to underindustrialized countries, most of which are not impediments to 
Russian economic and technical assistance, it is surprising that our Government 
has not taken greater steps to induce the flow of American private investment 
and technical assistance to underindustrialized countries. Although Congress 
has recognized the importance of private investment and technical assistance in 
its foreign aid legislation and has even declared it to be the policy of the United 
States to encourage participation of private enterprise in the economic and tech- 
nical assistance program very little has been done, however, to offset the obstacles. 

Thus far the United States Government has taken steps merely to provide a 
guaranty against inconvertibility and expropriation and insurance against war 
risk in connection with foreign investment and technical assistance. But this 
guaranty is not given free of cost. A total premium of 1% percent of the amount 
guaranteed and insured is charged by the United States Government which adds 
further to the cost of doing business abroad. 

The guaranty program has been singularly unsuccessful Up to April 1956 
it has induced only about $8 million of private investment and technical assist- 
ance to underindustrialized countries. Greater effort is now being made by the 
ICA to make the guaranty program more effective in this respect. 

Broadening the guaranty program cannot alone, however, induce a greater 
flow of private investment and technical assistance to underindustrialized coun- 
tries. The other obstacles discussed above remain. Nothing has been done by 
the United States Government about offsetting or mitigating these equally 
formidable obstacles. Yet Congress in its desire to substitute “trade for aid” 
in our foreign economic policy has recently renewed its faith in the guaranty 
program by increasing its scope from $200 million to $500 million in the Mutual 
Security Act of 1956. 


Positive steps must be taken to induce American private investment and technical 
assistance 


It is apparent that more positive legislative steps will have to be taken to 
induce American business to employ its capital and technology in the under- 
industrialized areas. Quite plainly, a measurable profit inducement is required. 
At first blush the idea of legislating a profit inducement to American private 
enterprise will be abhorrent to many people. But if the inducement is viewed 
in its proper light as indispensable to effective employment by American private 
enterprise of its capital and technology in furtherance of our foreign economic 
policy it does not differ in substance from the cost of sending an American 
agricultural expert abroad under the technical cooperation program which is 
borne out of public funds and generally accepted as a national cost of our foreign 
economic policy. It is not different in principle from the direct support of the 
merchant marine and the tax concession to industry through rapid amortization 
of emergency facilities for Federal income tax purposes, which are designed to 
induce private enterprise to serve our defense policies better. 

Once the idea of a profit inducement is accepted—and there appears to be 
no alternative under our private enterprise system if we are going to effectuate 
our foreign economic policy in this field—the only remaining question is the 
best manner in which it is to be provided. 

A conceivable approach would be to increase the appropriations for the 
technical cooperation program sufficiently to permit the ICA to contract with 
American industries for the capital and technology required in the underindus- 
trialized areas. The contract price would have to be so fixed as to provide a 
profit attractive enough to overcome the inherent obstacles and induce American 
business to undertake the job. Such a program would necessarily assume the 
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proportions of a Marshall plan for Asia and other underindustrialized areas and 
is not likely to be approved by Congress, since it would require an enlargement 
of the national budget on both the receipts side and disbursements side at a 
time when the belief prevails that the national budget is already too large. 
In addition, it would raise difficult and embarrassing questions as to whether 
such a program should be administered solely by the United States or wholly 
or partly by the United Nations. If administered by the United States, which 
is no doubt what Congress would insist upon, such a program would be a ready 
target for charges by our enemies of American economic imperialism. 

Even if approved by Congress this approach also bristles with disadvantages 
to effective stimulation of private enterprise. The deadweight of bureaucracy, 
which in most cases would interpose two governments between American busi- 
ness and its counterparts in the underindustrialized countries, would make the 
program inefficient and costly to the American taxpayer. Large segments of 
American business would find this approach distasteful and even unacceptable 
and wouid give less than their fullest cooperation. 

In sum, a substantially enlarged Government aid program does not present 
an attractive prospect. 


Inducement through tax concession to income from qualified foreign investment, 
technical assistance, and exports of capital goods 


An alternative approach would be to provide the necessary inducement by 
way of an income-tax concession. This would be an indirect approach in keep- 
ing with the present guaranty program. In order to assure that the tax con- 
cession serves the needs of our foreign policy it could be administered by the 
State Department through the issuance of certificates for qualified foreign in- 
vestment and technical assistance, somewhat in the manner that the Office of 
Defense Mobilization issues necessity certificates for the rapid amortization of 
emergency facilities under section 168 of the Internal Revenue Code. 

The chief virtue of this approach is that it rests on an autonomous and di- 
rect flow of capital and technical assistance from American business to foreign 
governments or private enterprise, with the latter compensating the former for 
the cost of the capital and technical assistance. The debilitating interference 
of 1 or 2 governments would be eliminated. It would be more efficient and less 
expensive to the American taxpayer than a large Government program for the 
same purpose. It would be much more palatable to American business. It 
would not raise a question as to the desirability of United Nations administra- 
tion and charges of economic imperialism would be more difficult to make. It 
is also to be emphasized that a tax concession as hereafter limited would have 
a beneficial effect on the national budget. It would tend to reduce the present 
appropriations for economic aid to underindustrialized areas, thus reducing the 
disbursements side of the national budget. At the same time, there is not 
likely to be a significant reduction in the present receipts side of the budget. 

This is not an entirely new idea. President Eisenhower had something like 
this in mind when he asked Congress in his budget message of January 1954 
to grant a 14 percentage point tax credit for foreign income. Since then two 
unsuccessful attempts were made to enact this recommendation into law. 
Each time Congress was unconvinced that the loss of revenue entailed would 
result in quid pro quo to our foreign economic policy and, it may be added, with 
good reason. It should be clear at this point and it will be made even clearer 
hereafter that the proposal herein is significantly different from the prior 
proposals. 

The presentation of the prior proposals to Congress was characterized 
by an almost complete absence of well-reasoned justification of the tax conces- 
sion for purposes of our foreign economic policy which alone can be its raison 
detre. The State Department whose logical role it is to provide such justi- 
fication was apparently uninterested. In the absence of an objective presenta- 
tion by the State Department, the legislative effort in congressional hearings 
and behind the scenes was characterized instead by overreaching on the part 
of various business groups with foreign income who saw in the proposed 
legislation an opportunity for tax advantage. The entire effort, moreover, 
suffered from overemphasis on foreign investment and insufficient emphasis 
on technical assistance. The export of technical assistance, as we have seen, 
should be given liberal encouragement. On the other hand, some types of 
foreign investment, particularly of the portfolio type, add little to the economic 
development of the underindustralized country and should not be given fa- 
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vored tax treatment. Most important of all, perhaps, there was no limita- 
tion of the favored tax treatment to investment and technical assistance in 
underindustralized countries only, nor was there any suggestion of limiting the 
tax rate reduction to new investment or technical assistance. 

There was also a lack of recognition of precisely why foreign capital is needed 
for economic development. It is not the capital itself which is essential, but 
rather the foreign exchange which it provides to buy capital goods produced 
abroad. The machinery, equipment, and tools from abroad are essential because 
they embody advanced technology. Viewed from this standpoint the tax conces- 
sion should embrace all transactions that bring capital goods to the underindus- 
trialized countries whether or not strictly capital investment. It should apply 
to income from rentals of productive machinery, equipment, and tools and sales 
of such goods on long-term credit. 

The importance of sales of capital goods on credit to private enterprise and 
governments in underindustrialized countries cannot be overemphasized. Such 
transactions ease the two difficult problems of capital accumulation and shortage 
of foreign exchange. Local enterprise can be launched with less initial capital. 
The burden of providing the foreign exchange for the imported machinery and 
equipment can be spread over a period of years instead of requiring the entire 
amount at the start of the business venture. The Export-Import Bank already 
plays an active role in this respect but American private enterprise should also 
be encouraged to undertake such credit financing. 

Quite apart from the value of a tax rate reduction to encourage sales of capital 
goods on credit, there is in the present tax law a positive deterrent to such sales 
of capital goods. The income from such sales is taxable at the time of sale no 
matter how long actual receipt of the purchase price is deferred through grant 
of credit, unless the installment basis of accounting is applicable. It is not 
always applicable and where it is it may be only at a discouraging initial tax cost 
to an established business. Therefore, income from the sale of capital goods to 
underindustrialized countries on credit should not be subjected to tax in any case 
until the purchase price is actually paid, whether or not a rate reduction is 
allowed in addition. 

The tax concession should also be broad enough to embrace simple export sales 
of capital goods in certain circumstances. This, of course, approaches a contro- 
versial point. Soon aftér President Eisenhower’s recommendation all exporters 
tried to bring themselves within the tax concession. There is no foreign eco- 
nomic policy justification for extending the tax concession to exporters generally 
of consumers or other noncapital goods. 

Capital goods for productive purposes in industry and agriculture are, how- 
ever, another matter. Such goods embody a substantial portion of the American 
technology available for economic development and are one of its chief means of 
transmission. Due to high labor and other costs of production in America, pri- 
vate enterprise and governments in underindustrialized countries find it difficult 
to purchase our capital goods for their economic development. American manu- 
facturers are usually outbid by European and Japanese exporters of capital 
goods. Yet American technology cannot go abroad effectively to serve our foreign 
economic policy without American machines and equipment embodying the ad- 
vanced technology. It is readily understandable that American engineers and 
other technical personnel will not function as effectively abroad if they are 
required to work with European and Japanese machinery. Moreover, installa- 
tion and use of American machinery in underindustrialized countries has a far 
more lasting economic effect and influence than technical assistance transmitted 
by advice and training. These machines frequently are better diplomats than 
many human beings. Some effort is therefore necessary to get American 
machinery and equipment to the underindustrialized countries along with the 
technicians if we are going to have an effective economic and technical assistance 
program in underindustrialized areas. Extension of the tax concession to income 
from sales of capital goods in underindustrialized countries would enable Ameri- 
can manufacturers to lower prices so they are more competitive with European 
and Japanese manufacturers. 

There are also industrial and agricultural requirements other than capital 
goods, export of which in some circumstances may be essential to the economic 
development of underindustrialized areas. 

The export of certain kinds of nonindustrial goods to underindustrialized 
countries, such as medical equipment and supplies, pharmaceuticals, and mate- 
rials used in educational, research and experimental activities, may also merit 





PRIVATE FOREIGN INVESTMENT 507 


encouragement through a tax concession. In some circumstances the technology 
embodied in such exports may be essential to economic development and for 
reasons similar to those applicable to export of capital goods a tax concession 
may be required. 

The certifying agency should have authority to grant tax concessions as re- 
quired in all these cases. 


Tax exemption of income from certain personal services 

Tax exemption of income from personal services rendered abroad in connection 
with certified economic and technical asistance to underindustrialized countries 
should also be provided. At present such income is exempt only if the tech- 
nician stays abroad for 17 months. This would make it easier for American 
private enterprise to send reluctant technical personnel abroad under its tech- 
nical assistance agreements with foreign governments and private enterprise, It 
would also make meaningful such measures as the income tax waiver for foreign 
technicians recently enacted by India. 


Tax concessions strictly confined and limited to income from prospective trans- 
actions 


In encouraging American private enterprise to send its capital, technology, 
and technical personnel abroad to assist in the economic development of under- 
industrialized countries, the proposed tax concessions should be strictly con- 
fined to those categories of income resulting from such export of capital and 
technical knowledge and skills. The tax concession should be confined to income 
from prospective export of capital and technology to underindustrialized coun- 
tries only. So limited the tax concession would not involve a significant loss of 
present revenue unless it is assumed that the exported capital and technology 
are presently producing taxable income. It is more likely, however, that the 
income entitled to the tax concession here proposed will be newly created income, 
at least sufficiently so to offset any reduction in revenue from the presently tax- 
able income base resulting from the tax concession. 

If properly circumscribed through a certification procedure similar to that used 
under the Federal income tax in connection with accelerated amortization of 
emergency facilities, all of the income tax on such certified transactions could 
be waived so as to provide maximum inducement under the Federal income tax 
to American private enterprise for employing its capital and technology in the 
underindustrialized countries. It may be advisable to permit the certifying 
authority to fix the rate reduction to suit the circumstances, such as the country 
involved and the nature of the transaction. 

A tax concession of the magnitude herein contemplated could not be lightly 
ignored by American private enterprise. American business would be compelled 
to seek out and take advantage of opportunities for investment and technical 
assistance in underindustrialized areas which it is now ignoring or of which 
it is unaware. 


Persuasion by foreign policy makers also needed 


Finally, our foreign policy makers would have to make a concerted effort to 
persuade American private enterprise of the indispensability of its role in this 
vital aspect of our foreign economic policy. Even after the political and economie 
obstacles, risks and costs are removed by the investment guaranty and tax 
concessions the existing inertia of American private enterprise against employ- 
ment of its capital and technology in underindustrialized areas might still 
prevail. This will call for moral suasion on the part of our foreign policy 
makers in order to convince American private enterprise that without its complete 
cooperation this aspect of our foreign economic policy is doomed to failure. 


CONCLUSION 


It is believed that this threefold indirect approach through guaranty, tax con- 
cession, and moral suasion is essential to the reformation of our existing economic 
and technical assistance programs to underindustrialized areas. It would relieve 
our Government of a tremendous administrative burden. It would foster a more 
effective business-to-business approach to economic and technical assistance 
which is not only preferable to American private enterprise but would enable 
indigenous private enterprise to play a more important and effective role in 
economic development in the underindustrialized areas. 

The challenge of Soviet economic and technical assistance to underindustrial- 
ized countries is far more serious to the West than any threat of Soviet military 
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aggression. There is growing evidence that Russia now believes it is no longer 
necessary to try to advance communism with costly military adventures, since 
it can do so much more inexpensively and acceptably in large parts of the world 
through economic and technical assistance. We must meet this new challenge 
with all the necessary fiscal, legal, and other measures at our disposal. 


ADDENDUM 


SUMMARY OF TECHNICAL MEMORANDUM 


The tax concession suggested in the memorandum entitled “A Program for 
American Private Investment and Technical Assistance in Underindustrialized 
Areas” should be administered under a certification procedure. This would 
avoid the technical difficulties of legislating statutory definitions of underindus- 
trialized countries, income entitled to the tax concession, the amount of exemption 
from tax, and similar matters. It would create a more effective and flexible 
tool of foreign economic policy. 

The legislation enacting the program should empower the President to 
designate the certifying agency, which would most likely be the State Department. 
It would set forth in general terms the guiding principles and criteria for the 
granting of tax exemption to income from private business activities in under- 
industrialized countries which further our foreign economic policy. 

The grant of a tax exemption by the certifying agency would not be subject 
to question on its merits by the Internal Revenue Service but would merely be 
given effect by the IRS in computing taxable income and tax liability. 

Within this general legislative framework the main reliance for execution of 
the proposal would be placed on the administrative function. 

The activities which qualify for a tax concession could be divided into two 
broad categories: (a) New private investment and technical collaboration agree- 
ments, and (0) export of capital goods and industrial or agricultural require- 
ments. 

Technical collaboration agreements and private investments would be certified 
for tax concession on a case-by-case basis pursuant to application by American 
enterprise, in much the same manner as the investment guaranty program and 
amortization of emergency facilities are being administered today. 

Exports of American capital goods and industrial or agricultural require- 
ments would be certified for tax concession, by publishing lists, subject to 
periodic change, of qualifying goods with respect to the various underindustrial- 
ized countries, which would be similar to the procedure used under the Battle 
Act and elsewhere in our Government. 

Qualified new private investment should not include public or private securities 
purchased from another investor nor new issues of bonds of foreign governments 
for general revenue purposes. 

Technical collaboration agreements should include any or all of the following: 
(1) licensing of patents, copyrights, processes, formulas, drawings, patterns, de- 
signs, and other forms of technological knowledge; (2) rendition of managerial, 
engineering, scientific, or similar services; (3) training of foreign industrial 
managers, technicians, and skilled labor, and (4) building, installation, and con- 
struction work. 

In general, qualified capital goods exports would include machinery, equipment, 
and tools. Qualified industrial or agricultural requirements exports would in- 
clude ores, fuels, fibers, iron and steel, chemicals, fertilizers, insecticides, seeds, 
and the like. Export of certain commodities like surgical instruments, hospital 
supplies, essential drugs, research and laboratory equipment, and training and 
educational materials should also qualify. 

Sales of industrial components should be qualified for the tax concession by 
specific certification in connection with the qualification of the technical col- 
laboration agreement under which they were sold. 

The certifying agency would determine the degree of the tax exemption needed 
to induce American private enterprise to send its capital and technology abroad 
by specifying the tax-rate reduction with respect to the various qualifying 
activities undertaken in a particular underindustrialized country. 

The tax concession should vary from country to country and also within a 
particular country with regard to different business activities, as required. 

The techniques outlined herein for implementation of the proposal set forth 
in the main memorandum would, it is believed, overcome the technical difficulties 
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which might otherwise be impediments to satisfactory legislation for granting 
the tax concession. 

Although new administrative know-how and techniques would be required they 
would be similar to those already in use within our Government and should not 
impose an insuperable burden upon a competent administrative agency. 


TECHNICAL MEMORANDUM 


The burden of the memorandum entitled “A Program for American Private 
Investment and Technical Assistance in Underindustrialized Areas” is to convey 
a new legislative measure for promoting our foreign economic policy by means 
of a tax concession. The proposal is necessarily presented in general terms and 
until there is substantial agreement that the proposal is worthy of serious con- 
sideration, the distribution of a detailed proposal for technical implementation 
of the general principles, including a draft of the necessary statutory provisions, 
would be premature. 

A rallying point for opposition to any tax concession with respect to foreign 
income, however, has been built around the professed technical difficulties of 
implementing such a concession. It is necessary, therefore, that there be some 
assurance offered at this time that if the proposal for a new legislative measure 
to promote our foreign economic policy is sound it can be technically imple- 
mented. Accordingly, in this technical memorandum certain legislative and ad- 
ministrative procedures to be employed in the implementation of the proposal 
are offered in a general way for consideration. 

The possible major technical obstacles to satisfactory implementation of a 
tax concession to foreign income are the difficulties of framing statutory or admin- 
istrative definitions of, first, income from foreign sources, second, ‘““underindus- 
trialized’’ countries, and, third, the kind of investment or technical-assistance 
transactions which should be given a tax concession. 

It is for the purpose of avoiding these obstacles that a certification procedure is 
suggested in the main memorandum. This certification procedure is essential 
to the proposal. It obviates the need for use of the concept of foreign source 
income and the need for precise statutory definition either of underindustrial- 
ized countries or of the kind of investment and technical assistance transac- 
tions entitled to the tax concession. An administrative agency would particular- 
ize the definitions through flexible administration of the certification procedures 
under general guiding standards and criteria set up in the authorizing legisla- 
tion. 

THE LEGISLATIVE FRAMEWORK 


The legislation should empower the President to designate the certifying 
agency. It would appear, however, that this is the logical role of the Department 
of State which alone possesses the information and competence necessary for the 
essential administrative determinations required in granting a certificate. 

Once the certificate is granted the Internal Revenue Service would be required 
to accept it without question and permit the certified tax reduction in accord- 
ance with general regulations and practices for computing taxable income and 
tax liability. The IRS would not concern itself with the foreign economic policy 
considerations going into the grant of the certificate. Such a legislative and ad- 
ministrative framework would provide a flexible tax concession for accomplish- 
ing the purposes for which it was designed. Moreover, it would not be frozen 
into the Internal Revenue Code and would thus be easily terminable when its 
original purpose is accomplished. 

The statute itself would state the general purpose to be effectuated and the 
general scope of transactions to be covered, together with a general definition 
of “new” investment and technical assistance, including bona fide refinancing of 
old investments and renegotiations of old license and _ technical-assistance 
agreements. 

The statute could also specify the countries in respect of which a certificate 
may be granted, although it is not necessary that it do so, leaving this to the 
administrative agency. The certifying agency, however, should be given full 
authority to specify the amount of the tax rate concession granted with a cer- 
tificate, including complete exemption from tax. The statute would merely pro- 
vide general standards to be observed, such as the nature of the investment or 
technical assistance involved, the essentialness of the investment or technical 
assistance to the economic development of the underindustrialized country, the 
risks involved, the probabilities of whether a particular investment or technical 
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assistance would materialize without tax concession, the cooperation of the 
underindustrialized country in encouraging American private enterprise, etc. 

The statute should provide that when a certificate has been issued the tax con- 
cession granted is applicable to all of the income from the certified activity, 
regardless of what may be the source of the income under technical application 
of the usual concepts of source and regardless of how it is shared by related 
taxpayers, so long as the activity is effected in the manner set forth in the ap- 
plication for a certificate or an accepted amendment. 

For example, if a foreign subsidiary of a domestic parent has income from 
a certified investment or technical assistance agreement the tax concession would 
apply to the dividend received by the parent from its foreign subsidiary. If 
the foreign subsidiary has uncertified income or several kinds of certified income 
with different amounts of tax concession applicable, the tax concessions would 
be taken by the parent in respect of dividends from its foreign subsidiary on a 
first-in-first-out basis, as is presently done with respect to the derivative foreign 
tax credit. 

Another example would be the certified export of capital goods by a manufac- 
turing parent which sells through a domestic or foreign distributing subsidiary. 
The tax concession would be applicable to the total net income from the sale 
of the capital goods regardless of its source or whether it is earned by the par- 
ent or by its subsidiary or is shared by them, thus avoiding the difficult prob- 
lems of determining source and of allocating income between the manufactur- 
ing operation and the foreign selling operation. 

There is also the problem of determining the net income from the certified 
investment or technical assistance to which the tax concession should be ap- 
plied. This problem would arise whenever income from a certified transaction is 
only part of the total income of a taxpayer, thus necessitating allocation or 
apportionment of indirect costs and overhead. The determination of net income 
under such circumstances is properly a part of the audit procedure of the In- 
ternal Revenue Service. It is not at all an unfamiliar problem, since it arises 
on the audit of returns of taxpayers under present law in the case, for example, 
of a resident foreign corporation, a taxpayer on the completed contract basis, 
or a taxpayer having Government contracts subject to the Vinson Act. The 
statute should, accordingly, provide that the determination of the net income 
from a certified transaction to which a tax concession is applicable shall be 
administered by the Internal Revenue Service under its normal audit procedures. 


THE ADMINISTRATIVE FUNCTION 


Given a legislative framework as broad and general as suggested above, the 
main reliance for execution of the proposed inducement would be placed on the 
administrative function, as it should be. The modus operandi of the certifying 
agency is, therefore, a matter requiring consideration. 


1. Qualified private investment and technical assistance 


Pursuant to the legislative authority granted it, the certifying agency would 
certify specific or group activities which qualify for tax concession. The possible 
qualified activities could be divided into two broad categories: (a) new private 
investment and technical collaboration agreements, and (0) export of capital 
goods and industrial or agricultural requirements. 

(a) Private investment and technical collaboration agreements.—Subject to 
the requirement that it be new, private investment should include direct in- 
vestment and all types of loan and equity investments in industrial enterprises, 
whether undertaken directly or by government or private enterprise in the 
underindustrialized countries. Public or private securities of enterprises 
already in existence or bonds of foreign governments for general revenue 
purposes should be excluded. 

Again subject to the requirement that they be new, technical collaboration 
agreements would include all or any combination of the following: (1) licensing 
of patents, copyrights, processes, formulas, drawings, patterns, designs, and 
other forms of technological knowledge; (2) rendition of managerial, engineer- 
ing, scientific, or similar services; (3) training of foreign industrial managers, 
oo and skilled labor, and (4) building, installation, and construction 
wor 

Investments and technical assistance agreements would be certified for tax 
concession on a case-by-case basis, pursuant to application by American enter- 
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prise, in much the same manner as the investment guaranty program and the 
certification of emergency facilities are being administered today. 

The certificate would have to be granted for a sufficient period of time to 
cover the activity or permit payout of the investment or license. The 20- 
year period of the investment guaranty program might be appropriate for the 
tax concession to investment and technical assistance agreements. During this 
period the degree of tax exemption originally granted could not be revoked by 
the certifying agency even though it finds during such period that a lesser degree 
of exemption is necessary or desirable to induce new activity of the kind. 

The certificate issued to a prime contractor should be framed to include 
specified subcontractors furnishing capital goods or technical services or under- 
taking construction work in connection with the primary undertaking for 
private investment or technical collaboration in the underindustrialized country. 
This procedure would be analogous to that during the war applicable to material 
priorities. 

It is believed that such a case-by-case approach to this category of business 
activities would not entail any great administrative burden for the certifying 
agency. The investment guaranty program which is being operated on this 
basis has a staff of 6 persons—4 officers, 2 secretaries—for the purpose. The 
Office of Defense Mobilization presently has a staff of eight persons for a similar 
administrative function in certifying emergency facilities for amortization under 
section 168 of the Internal Revenue Code and in the period of its greatest activity 
in this respect had a staff of 110. 

(b) Capital goods, components, raw materials, and other industrial or agri- 
cultural requirements.—The export of American capital goods on a cash sale, 
credit sale, or rental basis to underindustrialized countries could best be handled 
by publishing lists of such goods qualified for tax concession with respect to the 
various countries. Such lists would be subject to periodic change. A similar 
administrative procedure is used under the Battle Act, and has been used 
elsewhere within the Government. 

Capital goods would not be difficult to list. They are goods which produce 
other goods or services. Machinery, equipment, and tools are examples of cap- 
ital goods. Spare parts for and components of such equipment should be included. 
Sales of capital goods should be included, even if exported as parts and assembled 
in the underindustrialized country. 

Raw materials and other industrial or agricultural requirements should be 
readily definable. This category would include ores, fuels, fibers, iron and steel, 
processed copper, heavy chemicals, fertilizers, insecticides, seeds, and similar 
commodities. Industrial laboratory and research equipment and supplies should 
also be included. 

An additional category of commodities which do not enter directly into indus- 
trial or agricultural production but contribute to the building of the human 
eapital of the country through improvement in the health, training, and educa- 
tion of the people should also be listed by the agency. This category would 
include public health, medical and pharmaceutical commodities such as surgical 
instruments, hospital, laboratory and research equipment and supplies and anti- 
biotics, DDT, and other essential drugs. Drugs essential to improve the health 
of the people of underindustrialized countries might pose a difficult problem of 
listing, but it is believed the pharmaceutical industry has a basis of classification 
recognized by members of the industry which might be adopted for this purpose ; 
i. e., the distinction between ethical and nonethical drugs. The eligible list 
should not include aspirin, sleeping pills, tranquilizers, antihistamines, and simi- 
lar products. 

Components should also present no great administrative problem. It is cus- 
tomary under a technical collaboration agreement for the establishment of a 
new industrial undertaking to begin manufacturing gradually in the underin- 
dustrialized country. For example, a technical collaboration agreement for the 
establishment of a bus and truck factory will start off as an assembly manufac- 
turing operation whereby the new factory will make the frames, bodies, uphol- 
stery, and finish, but import the engines, transmission gears, and other parts 
difficult to manufacture. Only gradually over a period of years will it be able 
to manufacture the entire vehicle. The sale of the components under such cir- 
cumstances should be entitled to tax concession. 

Sales of components eligible for the tax concession should be limited to those 
pursuant to a technical collaboration or similar business arrangements with 
governments or private enterprise in the underindustrialized countries, the 
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purpose of which is to establish an industry to manufacture the article in that 
country. It should exclude mere assembly or packaging operations by the exporter 
unless such operations involve capital goods as stated above. 

The tax concession on sales of components, other than components of capital 
goods, should, therefore, be administered by specific certification in connection 
with the certification of the technical assistance agreement under which they 
are sold. 

2. Degree of tar concession 

Under the proposed legislation, it is intended to have the certifying agency 
determine also the amount of the tax concession necessary to induce American 
private enterprise to undertake the business activities considered essential for 
the economic development of underindustrialized countries. 

This will first require a determination of which countries are underindus- 
trialized. Generally, it would include all the countries of the non-Communist 
world outside the United States with the exception of Western Europe, Canada, 
Australia, New Zealand, and Union of South Africa. Italy and Japan would 
be marginal cases. Final determination would be made by the certifying 
agency. Some countries might be included in the beginning but excluded later 
as they achieve a satisfactory degree of industrialization. 

The second determination will involve the degree of tax concession necessary 
to stimulate a substantial flow of American private investment and technical 
assistance to these countries. It should vary from country to country and 
may also vary within a particular country with regard to different business 
activities. 

For example, countries in Asia such as India and Indonesia which receive 
very little American private investment and technical assistance should rate 
maximum tax concession, but countries closer to the United States which are 
already receiving sizable amounts of American private investment and technical 
assistance would rate only partial concession. The purpose of the certifying 
agency should be to grant the degree of concession required to increase the flow 
of American private investment and technical assistance to a particular under- 
industrialized country receiving inadequate help from American private enter- 
prise with its industrialization. 

The certifying agency could also vary the degree of tax concession with the 
business activity. Since technological (including managerial) knowledge and 
skills are the most important factors required from abroad for industrialization, 
a greater concession might conceivably be granted such business activity than 
providing capital goods through private investment, credit, and export. A dis- 
tinction could also be made among the various capital goods and industrial 
requirements. For example, Indians claim that they agreed to import 1 million 
tons of steel from Russia for their second 5-year plan because American steel 
manufacturers declined to take the order. To help a country like India in such 
a situation, maximum concession could be granted export of steel to India, 
whereas other exports of capital goods and industrial requirements may not 
require the same degree of concession. 

In some circumstances, the certifying agency could simply grant a uniform 
concession for all qualified business activities in a particular country. The 
legislation should, however, empower it to differentiate so that the exemption 
could be a more flexible tool of foreign economic policy. 


CONCLUSION 


The use of the techniques outlined herein for implementation of the proposal 
set forth in the main memorandum would, it is believed, overcome the technical 
obstacles which have been put forward as impediments to satisfactory legisla- 
tion granting a tax concession to foreign income. These techniques have been 
employed elsewhere and have worked. Indeed, some of the criteria under which 
the broad and flexible administrative authority would have to be exercised have 
had to be employed also in other areas, for instance, in administering the 
guaranty program and the financing of foreign activities by the Export-Import 
Bank. More administrative know-how would have to be developed as to what 
kind of investment and technical assistance is beneficial to economic develop- 
ment of underindustrialized areas, and new administrative know-how would 
have to be developed as to the amount of tax concession which is necessary or 
desirable in promoting such investment and technical assistance by private 





PRIVATE FOREIGN INVESTMENT 513 


enterprise. This is a formidable but by no means an insuperable burden to 
place upon a competent administration agency. It is certainly no greater a 
burden than has been carried by the Office of Defense Mobilization. 

I would like to add extemporaneously at this point that my tax-in- 
centive proposal is based upon the principle of selectivity, which, I 
understand, is the point Senator Javits stressed before this committee. 
It is carefully circumscribed so that. only those who provide private 
-apital, technical assistance, and capital goods for the industrialization 
of underdeveloped countries can benefit. Within this framework, 
however, my proposal calls for a substantial tax exemption. 

Since 1950 the United States Government has been offering economic 
and technical assistance to underindustrialized areas on a worldwide 
basis. In the fields of agriculture, health, and education this foreign 
aid has proved reasonably successful because the Government, with 
the participation of American universities, colleges, and other non- 
profit organizations, can marshal the best American knowledge and 
skill for the purpose. 

But these countries need, and they want, industrialization, For 
this, capital goods and technical knowledge from abroad are indis- 
pensable. The United States Government can provide capital funds 
for this purpose through its loan programs. ‘This is now part of our 
policy and should be continued. But investment must be matched with 
technical and managerial know-how to plan, construct, equip, and 
operate the plants and processes which are the building blocks of 
industrial development. _ It is not enough, therefore, merely to aid and 
encourage investment. Indeed, since capital is in some measure avail- 
able in the underdeveloped countries, while technical and managerial 
know-how is rarely present at all, the greater emphasis should be 
placed on encouraging a flow of technical and managerial assistance 
to these countries. Our Government is, however, greatly handicapped 
by inability to marshal the best American technical knowledge and 
skills. There are several reasons for this. 

First, technology for industrialization is principally the property of 
American private enterprise. 

Second, the people most knowledgeable and skilled in industrial 
management and technology are employed by American private enter- 
prise. 

Third, technology and technicians must usually go hand in hand. 

Finally, transmission of industrial knowledge and skills involves 
training of foreign managements, technical personnel, and skilled 
labor. 

Thus, assistance for industrialization is not readily within the 
province of our Government. 

Under its communistic regime, Russia, however, can send its best 
technology, technicians, and managers anywhere in the world to fur- 
ther its foreign policy. Since our Government cannot do the same 
under our private-enterprise system, the problem is how to induce 
American private enterprise to send its capital, knowledge, and skills 
abroad in furtherance of our foreign economic policy. 

American business does not readily send its capital and technology 
abroad because of the many economic and political obstacles, risks, and 
costs involved. 
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An industrial undertaking in an underindustrialized country must 
provide its own public-service facilities, operate in a narrow market 
where it cannot take advantage of mass-production techniques, train 
its own foreign technical and “skilled personnel, and conduct business 
in an environment of strange business practices, unfamiliar laws, and 
language barriers. 

American business finds it hard to induce its managerial and tech- 
nical personnel to go to these countries because of unfavorable climatic 
and health conditions and numerous social and cultural disadvantages. 
The economic and political situation in many of these countries in- 
creases the risk of inconvertibility of foreign currencies, expropria- 
tion, and damage due to riot, revolution, and war. 

Finally, there is simple lack of knowledge about opportunities in 
underindustrialized areas. 

The cumulative effect of these factors makes the employment of 

capital and technology in underindustrialized countries far less attrac- 
tive to American private enterprise than its employment at home or in 
other industrialized countries. 

Thus far, our Government has merely established the investment 
guaranty program which removes only part of the risks, costs, and 
obstacles, This program has proved insufficient by itself to stimulate 
a substantially increased participation by American private enterprise 
in the economic development of the underindust rialized countries. 

More positive steps will have to be taken to induce American busi- 
ness to employ its capital and technology in the underindustrialized 
areas. A measurable profit inducement should be provided by Con- 
gress. Ample precedent for such action by Congress exists in the mer- 
chant marine subsidy program and the tax concession to American 
industry through rapid amortization of emergency facilities, both de- 
signed to induce American private enterprise to better serve our 
defense policies. 

The profit inducement could be effected through a substantially 
enlarged Government-aid program providing for Government con- 
tracts with American business for new industrial undertakings in the 
underindustrialized countries. This would require a M: shall plan 
for Asia which is not likely to be approved by Congress. It would 
interpose 1 or 2 Government bureaucracies between American private 
enterprise and its counterpart in the foreign country which would make 
the program ineffective, costly to the American taxpayer, and unattrac- 
tive to American business. 

A more acceptable and efficient approach is an indirect one through 
an income-tax concession which would induce an autonomous and 
direct flow of capital and technical assistance from American private 
enterprise to governments and private enterprise in the underindus- 
trialized areas. 

The tax concession should be restricted to new American private 
investment and technical assistance in underindustrialized countries. 
It is suggested further that the tax concession should be administered 
by the State Department, or other agency designated by the Presi- 
dent, through the issuance of tax- -exemption certificates for qualified 
foreign investment and technical assistance in a manner similar to 
the administration of the investment guaranty and the amortization 
of emergency facilities. The certifying agency should be empowered 
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to grant partial or complete tax exemption as it determines is neces- 
sary in accordance with guiding standards and criteria fixed by Con- 

ress to induce greater participation by American private enterprise 
in the industrialization of a particular country. 

A tax exemption of income from personal services rendered abroad 
in connection with certified American private investment and technical 
assistance to underindustrialized countries should also be provided. 

The tax concession suggested in the memorandum entitled “A Pro- 
gram for American Private Investment and Technical Assistance in 
Underindustrialized Areas” should be administered under a certifica- 
tion procedure. This would avoid the technical difficulties of legis- 
lating statutory definitions of underindustrialized countries, income 
entitled to the tax concession, the amount of exemption from tax 
and similar matters. It would create a more effective and flexible tool 
of foreign economic policy. 

The legislation enacting the program should empower the President 
to designate the certifying agency, which would most likely be the 
State Department. It would set forth in general terms the guiding 
principles and criteria for the granting of tax exemption to income 
from private business activities in underindustrialized countries which 
further our foreign economic policy. 

The grant of a tax exemption by the certifying agency would not 
be subject to question on its merits by the Internal Revenue Service 
but would merely be given effect by the Internal Revenue Service in 
computing taxable income and tax lability. 

Within this general legislative framework the main reliance for 
execution of the proposal would be placed on the administrative 
function. 

The activities which qualify for a tax concession could be divided 
into two broad categories: (@) New private investment and technical 
collaboration agreements, and (6) export of capital goods and indus- 
trial or agricultural requirements. 

Technical collaboration agreements and private investments would 
be certified for tax concession on a cmeniaeeaaal basis pursuant to 
application by American enterprise, in much the same manner as the 
investment guaranty program and amortization of emergency facili- 
ties are being administered today. 

Exports of American capital goods and industrial or agricultural 
requirements would be certified for tax concession, by publishing lists, 
subject to periodic change, of qualifying goods with respect to the 
various underindustrialized countries, which would be similar to the 
procedure used under the Battle Act and elsewhere in our Government. 

Qualified new private investment should not include public or pri- 
vate securities purchased from another investor nor new issues of 
bonds of foreign governments for general revenue purposes. 

Technical collaboration agreements should include any or all of 
the following: (1) licensing of patents, copyrights, processes, for- 
mulas, drawings, patterns, designs, and other forms of technological 
knowledge; (2) rendition of managerial, engineering, scientific or 
similar services; (3) training of foreign industrial managers, tech- 
nicians and skilled labor, and (4) building, installation, and con- 
struction work. 








516 PRIVATE FOREIGN INVESTMENT 


in general, qualified capital goods exports would include machinery, 
equipment and tools. Qualified industrial or agricultural require- 
ments exports would include ores, fuels, fibers, iron and steel, chemi- 
cals, fertilizers, insecticides, seeds and the like. Export of certain 
commodities like surgical instruments, hospital supplies, essential 
drugs, research and laboratory equipment and training and educa- 
tional materials should also qualify. 

Sales of industrial components should be qualified for the tax con- 
cession by specific certification in connection with the qualification of 
the technical collaboration agreement under which they were sold. 

The certifying agency would determine the degree of the tax ex- 
emption needed to induce American private enterprise to send its 
capital and technology abroad by specifying the tax rate reduction 
with respect to the various qualifying activities undertaken in a par- 
ticular underindustrialized country. 

The tax concession should vary from country to country and also 
within a particular country with regard to different business activi- 
ties, as required. 

The techniques outlined herein for implementation of the proposal 
set forth in the main memorandum would, it is believed, overeome the 
technical difficulties which might otherwise be impediments to satis- 
factory legislation for granting the tax concession. 

Although new administrative know-how and techniques would be 
required they would be similar to those already in use within our 
Government and should not impose an insuperable burden wpon a 
competent administrative agency. 

Thank you. 

Mr. Macurowicz. Thank you very much. 

Any questions? 

We appreciate your appearance. Do you have anything further? 

Mr. Kusr. No, sir. 

Mr. Macurowicz. Our next witness is Mr. E. H. Heckett, chair- 
man of the board, Heckett Engineering Co. Is Mr. Jeffrey J. Burdge 
with you? 

Mr. Hecxerr. Yes, he is with me. 

Mr. Macurowicz. All right. Mr. Heckett and Mr. Burdge. 


STATEMENTS OF E. H. HECKETT, CHAIRMAN OF THE BOARD, AND 
JEFFREY J. BURDGE, HECKETT ENGINEERING CO. 


Mr. Hecxerr. My name is Eric H. Heckett. I am chairman of the 
board of Harsco Corp. in Harrisburg, Pa., and president of its divi- 
sion, Heckett Engineering Co. It is this division which besides its 
domestic activities, is engaged i in foreign industry. 

As can be expected, a number of points which I embodied in my 
prepared statement have already been brought forward by some of 
the witnesses preceding me. ; 

Principally I hate to waste time by repetition. However, the fol- 
lowing concrete cases might help to underline some of the points 
already brought out. 

Now, I have been in C hicago the last few days at the International 
Livestock Exposition and caught a terrible cold. I wonder if it might 
be permitted that Mr. Burdge read the statement in my place? 
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Mr. Macurowricz. Yes. 

Mr. Burver. I am Jeffrey Burdge and I am employed by Heckett 
Engineering Co. 

The activities of the Heckett division are very limited and 
specialized, but are of vital importance to all those countries 
that have or are planning steel producing facilities. They concern 
the handling of steel. They concern the handling of steelmaking 
slags, and especially the recovery of the steel contained therein, by 
means of their specially developed and, in most countries, patented 
recovery and cleaning equipment. The business is based on long- 
term contracts with individual steel companies. Recovery plants are 
set up in each mill and the recovered steel is returned to the steel mills 
currently. We establish and operate these units at our own risk and 
are remunerated for the work through the price agreed upon with the 
steel mill for the recovered steel. 

An iron and steel mill requires a substantial amount of scrap to 
make steel. The scrap originates partly in the finishing or fabricating 
parts of the mill but the biggest part of the required scrap is pur- 
chased in the open market. The steel recovered by us partly replaces 
such purchased scrap, and is delivered to the mills far below the pre- 
vailing market prices. 

We are currently operating 20 plants in the United States. A num- 
ber of years ago we began to expand our activities to foreign countries. 
We are now operating 9 plants overseas, in England, India, Australia, 
and South Africa, as well as3in Canada. Early in 1959 we shall start 
operations at an additional plant in Holland. Negotiations are also 
pending with mills in Austria, Belgium, France, Italy, and Brazil 
although these must in present circumstances be regarded as long-term 
possibilities, as I shall make clear later. The cost of each plant unit 
varies according to local conditions and especially to the size of the 
respective steel mill. Our investment in each overseas unit varies 
from approximately $300,000 up to $2 million. Therefore, in total, 
our investments abroad are quite substantial, for a medium-sized 
business. The investments made by us since the middle of 1953, 
including the most recent commitment for the Netherlands, amount to 
well over $1114 million, exclusive of Canada. This includes $814 
million directly contributed, and $3 million borrowed in the respective 
countries and guaranteed by us, or otherwise secured. In addition 
substantial capital sums have been raised in various foreign countries 
from sources which hold a portion of the equity in some of our sub- 
sidiaries. These have amounted to more than $214 million. 

Approximately 80 percent of our investment in steel recovery plants 
is represented by equipment necessarily purchased in the United States, 

Practically all countries, with the exception of the United States, 
and probably Russia, fail to generate within their boundaries enough 
scrap to fulfill the demands of the steel industry. Therefore, consid- 
erable amounts of scrap are being imported into practically every 
country of the world, notably from the United States. These pur- 
chases result in a considerable drain on the foreign-exchange resources 
of the countries concerned, especially of hard currencies, In general, 
we have found that foreign countries are most desirous of getting our 
operation into their steel mills because (a) the steel mills get cheaper 
scrap than would otherwise be possible, and (0) they save a substantial 
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amount of foreign exchange through our recovery of scrap from 
internal sources. To illustrate the latter point I may mention that 
we calculate the savings of foreign exchange from a single one of our 
plants in a certain country at $1,750,000 in the year 1957. This is 


ical. 
Tine activities of our firm extend beyond the recovery of the steel 
contained in the slags and concern the eventual utilization of the slags 
themselves. This possibility, however, depends on the processes used 
in the steel mills, on the kinds of ore used and on other local conditions 
in the country. In England, for instance, we are now engaged at the 
plant of the Steel Company of Wales in building and eventually oper- 
ating a big plant for converting some of the slags at this mill into agri- 
cultural fertilizer. This project is being built in our company, 
Heckett (Wales), Ltd., in which the Steel Company itself is a minority 
shareholder. The capital expenditures involved in this project ap- 
—— 1 million pounds sterling. This plant will also make the 
nglish economy more independent of foreign imports of fertilizer. 

To us, as American investors, the operation of these foreign plants 
constitutes considerable added difficulty and risk. Good management 
is at a premium, and in principle, it requires a great inducement to go 
to the trouble to run plants in overseas countries. 

Besides all the normal commercial risks, the American investor in 
foreign business enterprise is beset with dangers peculiar to this activ- 
ity which menace the security of his capital and his ability to realize 
a profit. Exchange fluctuations and controls, the threat of national- 
ization, antiforeign sentiment, and the fundamental instability of some 
economies and governments, to name a few, are inherently political 
rather than commercial risks. The United States Government has 
undoubtedly endeavored to minimize them, and has encouraged over- 
seas investment with a fair degree of success. Nevertheless in present 
circumstances our company must for the immediate future limit its 
foreign expansion to something less than the full potential. We have 
found that the overall net return from foreign operations, after taking 
account of the imnact of taxes, is less than we would be able to make 
in this country. The efficiency of the foreign workman is so generally 
inferior to the American standard. The outlook is that under existing 
conditions we shall be very highly selective in future foreign invest- 
ments, in an endeavor to assure that the ultimate return is fully com- 
mensurate with the difficulties and risk. 

This subcommittee desires to elicit the views of those who testify 
before it concerning matters which are significant in the field of United 
States private investment abroad. In my opinion nothing is more 
significant than providing positive and direct incentives to increase 
the flow of such investment. This naturally and inevitably leads to 
consideration of the tax laws embodied in the United States Internal 
Revenue Code and in similar statutes of other countries as these relate 
to foreign investment. While tax considerations are never paramount 
in deciding whether to adopt or abandon a particular plan to establish 
a foreign plant, they can in the final analysis serve to tip the scales 
one way or the other. Moreover they have a direct bearing on the rate 
of capital formation in the hands of those who have evidenced a will- 
ingness to invest it abroad. I therefore make no apology for empha- 
sizing this aspect. 
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However, the existing laws in all overseas countries in our ex- 
perience seem to make it impossible to give preferential treatment 
to wholly or majority-owned subsidiaries of American firms in these 
countries. We have not been successful in exercising any pressure to 
receive preferred tax treatment, notwithstanding all the advantages 
of our investment to the foreign country. Indeed, in some cases, 
outright discrimination against a nonresident investor exists. For 
example, in South Africa our subsidiary company must pay an ad- 
ditional tax of 714 percent on so much of its income as is apportiona- 
ble to our majority interest in the company, due to our not being resi- 
dent in that country. Likewise in Australia, nonresident companies 
were long ago deprived of the rebate of tax on dividends which they 
receive from their Australian affiliates or subsidiaries. In the case of 
Australian resident companies, the rebate virtually eliminates any tax. 
It is true that by treaty the United States has secured for its na- 
tionals reduction of the Australian tax on dividends to 15 percent, but 
it remains burdensome. 

No doubt the Department of State might endeavor further to ameli- 
orate instances such as this where detriments to United States private 
investment exist. Besides that, wherever possible, diplomatic pres- 
sure should be exerted in foreign countries to give preferential tax 
treatment to American firms who invest their money in foreign op- 
erations. But, in considering what can be done most immediately 
in a practical way, it seems the only possibility, at this time, to give 
inducement to American firms for investment abroad would be prefer- 
ential tax treatment on this side. 

This should take the form of outright elimination or substantial 
reduction of the tax on income from foreign investment, coupled with 
other measures designed to reform the tax structure which would 
facilitate such investment and tend to stimulate it. If, however, 
against all good reasoning, such rate relief should not be enacted by 
the Congress then at least American firms ought to be permitted to 
combine their foreign earnings which have already been subject to 
foreign corporate tax. 

Our foreign operations are generally handled through local sub- 
sidiary companies which are incorporated in the respective countries. 
In the cases of India and Canada we have branches of the United 
States company. Some subsidiary companies are wholly owned by 
us while in other instances local interests, generally the steel mills 
where we are working, own a minority of the equity. Our operations, 
whether through branches or subsidiaries, are subject to corporate 
income taxes abroad, on profits earned there. In some countries these 
income taxes are lower than the American corporate taxes and when 
we realize the profits, be it as branch profits or as dividends, we are 
subject to payment of additional taxes in this country up to 52 per- 
cent. In some countries, however—at this time, India and Austria— 
the local corporate taxes are higher than in the United States. In 
this case we will have to pay no additional United States taxes. But 
under United States tax laws we are not permitted to treat our reve- 
nues from abroad as one entity, but have to treat each country sepa- 
rately. In other words, if we pay 34 percent corporate tax in South 
Africa we have to pay 18 percent. additional taxes when the profit gets 
here. However, in India where we pay 62 percent we have to carry 
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the whole load without being permitted to offset the higher taxes in 
India against the lower taxes in South Africa. Consequently, for 
all operations where the local corporate taxes are lower than in the 
United States we pay the difference between the local and the Ameri- 
can taxes. But in India, where the converse is true, we have to pay 
the full local tax of 62 percent without recovering the excess of 10 
percent over United States rates against United States taxes. 

To proceed further with this argument, clearly it would be desirable 
also to permit a United States company which has paid foreign taxes 
aggregating more than 52 percent of the related foreign income, to 
receive credit against its overall United States taxes for the full for- 
eign taxes paid, in place of limiting the credit to the United States rate 
of 52 percent. Otherwise what incentive is offered to invest in a 
capital-poor country having a high rate of income tax? One need 
only look at India to see that such countries exist. 

If the Congress should find it inexpedient to make direct provision 
for this combining of foreign income for determining foreign tax 
credit, the same broad result might still stem from amendment of the 
Internal Revenue Code to recognize a special class of companies, 
which would be incorporated for the specific purpose of overseas 
investment. This would also be desirable for other reasons which I 
shall now discuss. 

It is common knowledge among people informed on overseas invest- 
ment, that United States tax law, as at present constituted, fails to 
deal adequately with the problem. Therefore many American cor- 
porations have availed themselves of the possibility of incorporating 
subsidiaries in certain foreign countries where they do not pay taxes 
on income derived from the moneys invested abroad and are, there- 
fore, tax free until such time as, for some reason or other, they bring 
home the income earned abroad. 

To induce American firms to have a company either in Liechten- 
stein, or in Panama, or some other so-called tax haven country, to 
circumvent payment of American taxes is clearly undesirable as public 
policy. Yet in the absence of measures of reform the tendency in 
this direction will undoubtedly continue. And this despite the fact 
that it is attended by serious disadvantages to the American corpora- 
tion. For example, conducting operations via such a foreign holding 
company deprives the American industrialist of the protection of his 
Government abroad and of the benefits of treaties negotiated by it 
for the avoidance of double taxation. It also deprives him of the 
possibility of utilizing the insurance against convertibility, war risks, 
and expropriation which was wisely provided by the Congress as part 
of the ICA program. 

Other countries who are exporters of capital have faced the same 
problem and have legislated a solution. For example, Canada has its 
Foreign Business Corporation and Great Britain has now created a 
class of Overseas Trade Corporations. The Congress of the United 
States should also enact similar legislation, suitable to the needs of 
American overseas investors, in the interests of an enlightened fiscal 
approach to overseas trade. Essentially it should be provided that 
corporations of this type would not be subject to United States tax 
on income derived from foreign investments. Any dividends paid 
by them to their parent companies would, however, be subject to 





PRIVATE FOREIGN INVESTMENT 521 


income tax. This should be reduced by the credit for foreign taxes 
paid, and deemed to have been paid, which would have the desirable 
effect of tending to average out the various rates of foreign income 
tax. Alternatively such dividends should be eligible for the special 
deduction of 85 percent applicable to intercorporate dividends between 
domestic corporations. A measure of this type would appreciably 
improve the rate of capital formation for reinvestment overseas, in 
the hands of those who have not yet availed themselves of the tax- 
haven expedient. 

The loss in tax revenue to the United States Treasury would be 
minor. Ifa measure of this sort is not enacted, the reduced amount of 
capital which will then be attracted into foreign investment will for 
the most part seek refuge in some tax-haven country, where in any case 
it will not attract United States tax. There is also ample precedent 
for the recognition of special classes of corporations under the In- 
ternal Revenue Code, as for example the long-existent Western 
Hemisphere Trade Corporation. 

In the establishment of a foreign subsidiary company it is fre- 
quently desired to transfer to it securities, contracts, or equipment 
which has been partly depreciated in the United States. Their mar- 
ket. value may be considered to exceed their book value and under pres- 
ent law this increment must often be recognized and taxed. This is 
because the taxpayer is frequently deprived of the normal right of 
making the transfer, without recognition of gain, when a foreign 
corporation is involved. To avoid this undesirable consequence he 
must show that the transfer is not pursuant to a plan having as one of 
its principal purposes the avoidance of income tax. If a substantial 
gain appears on paper it is most difficult to convince the Commissioner 
of Internal Revenue, who must rule on the matter, that this is so. In 
point of fact where a bona fide investment in a foreign subsidiary is 
being made the gain is purely hypothetical. It is certamly not realized 
upon the transfer. In my opinion, the same reasoning which enables 
transfers to be made to a domestic subsidiary without. recognition of 
gain, applies with equal force to the formation of a foreign subsidiary. 
It is true that the law should be so written and administered that the 
relief would apply only to genuine investments. Safeguards are neces- 
sary against the subterfuge of exporting assets which purport to repre- 
sent an investment, but are in fact intended for sale. I believe that the 
intent of the present law is to prevent such abuses, but it also con- 
stitutes a real impediment to the plans of United States business for 
foreign investment. 

Some preferential tax treatment should also be provided for the 
technical personnel which is furnished by the American enterprise to 
its foreign subsidiary for the installation of the plant, recruiting and 
training “of local personnel, and so forth. Fre uently it is essential 
initially to use American technicians, although it is our policy to do 
so only until local employees can be suitably trained. A substantial 
premium must be paid to secure the right men for overseas work. 
Often the best we can offer, without creating gross inequities, is not 
enough. An employee who is out of the United States for most of an 
18-month period is at promnt relieved of any tax liability in this 
country. If this period could be substantially reduced, while being 
suitably restricted to prevent abuse, so that executive, administrative, 

83415—58——34 
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and technical specialists could be exempted from United States taxes 
on income earned from overseas asignments it would materially assist 
in recruitment. 

Turning aside from tax matters, I come to the ICA insurance pro- 
gram for guaranty of investments abroad to which I have already 
briefly referred. It is in essence well conceived to fill a definite and 
pressing need. In these circumstances you may well inquire why our 
company has not in any single instance utilized its resources. The 
answer is simply that the framework etablished by the Mutual 
Security Act has proven too restrictive and cumbersome to permit of 
our doing so. In some instances the delays imposed by the apparent 
necessity of negotiating individual treaties with the several countries 
concerned before coverage could be offered meant that it was not avail- 
able when we were required to act. Perhaps these treaty negotiations 
could be simplified in some way. Also since application must be made 
before any binding commitments are entered into, we may not apply 
for this protection after the contractual obligation for the investment 
has been established. Amendment of the act to extend its benefits for 
at least a limited period after commitment of the investment would 
be highly desirable. 

In other instances we have not been able to apply for an investment 
guaranty because our proposed new investment was being handled 
through one of our foreign subsidiaries, rather than a domestic corpo- 
ration. The scope of the act should be enlarged to provide protection 
to a wholly owned foreign subsidiary company of a United States 
corporation, in circumstances where it serves as the vehicle for a new 
United States investment abroad. 

It should also be made possible to insure exchange risks, at least 
to the extent of catastrophic losses arising from a general devaluation 
of a foreign currency by government decree. This is scarcely a normal 
commercial risk against which the prudent investor can make 
provision, however farsighted. 

With these changes the ICA would, in my opinion, be able more 
adequately to fulfill the intent of the Congress, and serve the interests 
of the United States. 

The substance of the reforms to which I urge you to give serious 
consideration may be summarized as follows: 

1. By appropriate diplomatic negotiation : 

(a) To terminate discrimination in the tax laws of foreign coun- 
tries against nonresident United States companies. 

(6) To promote the adoption by foreign governments of measures 
for the encouragement of United States private enterprise investment. 

2. To facilitate the formation of capital for foreign investment by 
amending the Internal Revenue Code: 

(a) To eliminate or substantially reduce the tax on income from 
foreign investment. 

(6) To permit the combining of foreign income and foreign taxes 
in calculating the credit for foreign taxes. 

(c) To recognize a special class of domestic corporations created 
for foreign investment whose income would attract tax only as it was 
distributed, and whose dividend distributions would be either subject 
to credit for foreign taxes paid, and deemed paid, or eligible for the 
special deduction applicable to intercorporate dividends between 

omestic corporations. 
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(zd) To make possible the transfer of assets to a foreign subsidiary 
pursuant to a bona fide investment abroad without recognition of gain. 

3. To relieve our employees of United States tax on income earned 
while necessarily assigned to duty overseas. 

4. To amend the Mutual Security Act with particular reference to 
the ICA investment guaranty program. 

(a) By simplifying present treaty negotiation requirements. 

(6) To make coverage available for investments for a limited period 
after they are committed. 

(c) To extend coverage to foreign subsidiaries of domestic corpora- 
tions in certain circumstances. 

(d@) To make available coverage of exchange risks arising from a 
general devaluation of a currency. 

I am aware that the proposals affecting the tax law which I have 
advanced would in most cases result in a definite, if temporary, loss of 
revenue to the United States Treasury, yet they are not made in any 
irresponsible spirit. The Congress is overwearied with special plead- 
ings from many classes of taxpayers for preferential treatment under 
the tax law. The ideas I have canal have their root and justifi- 
cation in a conviction that, if adopted, they would serve to stimulate 
the flow of United States private-enterprise investment abroad which 
could at least replace an equivalent amount of direct Government 
grants to foreign countries. They would foster in American indus- 
trialists an increase in both the ability and the willingnes sto invest 
abroad. I believe also that they would yield a more-than-proportion- 
ate saving. Not only sums arising from postponed, or reduced, United 
States taxes, but also profits would be reinvested abroad with con- 
fidence. Finally, nations lacking the necessary capital for industrial 
development would find it available in circumstances conducive to 
their national self-respect. 

Mr. Macurowicz. Thank you, Mr. Burdge and Mr. Heckett. 

Mr. Heckxerr. Thank you. 

Mr. Macurowicz. Our next witness is Mr. Lyle W. Jones, on be- 
half of the United States Potters Association. 

Mr. Jones. 


STATEMENT OF LYLE W. JONES, IN BEHALF OF UNITED STATES 
POTTERS ASSOCIATION 


Mr. Jones. My name is Lyle W. Jones, director of the Washington 
office of the United States Potters Association, the trade association 
of the domestic pottery tableware industry and whose members manu- 
facture about 85 percent of the domestic production. 

The testimony that has been given before the committee during the 
past several days has been very informative and some of the pro- 
posals for expanding private foreign investments have been most in- 
teresting. The subject definitely has a direct bearing on imports. 
Not nearly enough, however, has been said about the possible effect 
of any step-up in foreign investments on domestic industry and 
labor. We see in it some grave dangers. 

The pottery industry, one of the oldest in the United States and 
comprised largely of small companies, has been badly hurt by im- 
ports from low-wage countries. 
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You all know of the many times that witnesses from this industry 
have testified before the Ways and Means Committee of its plight— 
but the situation continues to worsen. 

To give you a quick description of what I mean by being hurt— 
in 1952, according to the United States Tariff Commission, the com- 
bined retail sales of china and earthen tableware totaled about $194 
million, but by 1957 had dropped to $165 million. During that same 
period, imports jumped from $74 million to $115 million—a gain of 
about $41 million in 5 years. 

In view of the growing and ruinous competition from low-cost im- 
ports, it is to be expected that we would not look with favor on any 
broad tax concession or other incentives that would tend to enlarge our 
problem. Such programs should be on a very limited basis, so that 
home industries and labor will not be hurt as a result of expanded 
investments abroad. 

While I am primarily speaking of the fears of the pottery industry, 
it can well be the concern of all domestic industry which is faced with 
foreign competition. 

Someone might suggest that domestic industry in such a situation 
should transfer their operations to a low-wage country. That might 
be a solution, but in so doing they would be bypassing their American 
employees and the hundreds of suppliers of services and materials, 
such as raw materials, office and shipping supplies, transportation, fuel 
power, and so forth, who are dependent upon American manufacturers. 

Furthermore, it is very unlikely, from what has been observed, that 
many of the small companies are dependent upon American manu- 
facturers. 

Furthermore, it is very unlikely, from what has been observed, that 
many of the small companies who are being injured by imports have 
the resources necessary to invest in a foreign operation. 

Any program, no matter how well intentioned, that endeavors to 
make foreign investment more attractive taxwise or by other induce- 
ments is, in effect, inviting American industry to escape from the high 
cost of production in this country and thereby is chiseling away at 
the very roots of our economy. 

It is recognized that many American companies have set up manu- 
facturing operations overseas as a branch or an affiliate of the home 
operations to facilitate their foreign trade, but our belief is that, sooner 
or later, they will turn to producing low-cost products for the United 
States market where they can be sold at a substantial margin below 
our prices, thus having the effect of forcing down domestic production 
in those lines. 

The question arises: How necessary is an expansion program for 
foreign investments at this time? The chairman of the board of the 
Ford Motor Co. was quoted a few days ago by the Wall Street Journal 
as saying that he “predicted the flow of American capital abroad would 
pick up steadily if production costs in this country continue to increase. 
Gains in output abroad,” he warned, “threaten both the domestic and 
overseas markets of American industry.” 

Any incentives to expand foreign investments should be highly 
restrictive and not given to any company manufacturing low-cost 
competitive products for the United States market. They should be 
limited to those items in short supply or for military purposes. Tied 
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to any such incentive program should be a more realistic administration 
of our tariff laws so as to give our own industries a chance to survive 
and American labor an opportunity to maintain its buying power. 

Many fine American institutions like the pottery industry are being 
crushed between rising costs and the increasing flow of low-cost 
imports. 

It would seem reasonable to expect that a greater effort should 
be made to preserve these industries that help to make up our economy, 
rather than encourage and devise new ways whereby they may be 
further hurt or, forced out of business. 

If the safeguards on our statute books were fully and effectively 
utilized, there would be no concern on our part about the possible 
harmful effects of foreign investments. Our plants would be busy and 
our workers would be enjoying full-time employment. 

The challenging thought that confronts all thinking people today 
is: If we as a nation should go down economically, who then would 
be the leader of the free world? 

I appreciate, Mr. Chairman, the time you have given me to express 
the views of our association. 

Mr. Macurowicz. Thank you very much, Mr. Jones, for giving us 
the benefit of your views. 

Our next witness is Mr. William J. Barnhard, attorney, of the law 
firm of Chapman, Wolfsohn & Friedman. 

Mr. Barnhard. 


STATEMENT OF WILLIAM J. BARNHARD, OF CHAPMAN WOLFSOHN 
& FRIEDMAN, WASHINGTON, D. C. 


Mr. Barnwarp. Thank you, Mr. Chairman. My name is William 
J. Barnhard. I am an attorney in Washington with the firm of 
Chapman, Wolfsohn & Friedman. I have a prepared statement, and 
L would like to ask if I might have it inserted in the record at the 
very conclusion of my very brief oral remarks. 

Mr. Macurowicz. The entire statement will be included in the 
record. { 

Mr. Barnuarp. Thank you, sir. I want to thank the chairman for 
according me the privilege of testifying here today, particularly be- 
cause my principal interest and professional activities over many years 
have been in the field of international trade rather than international 
linance, international investment, 

Originally, my principal purpose for being here was to raise the 
caution that a renewed emphasis on foreign investment policy not be 
in derogation of a sound foreign-trade policy. I have heard with more 
than a measure of relief the frequent comments by members of the 
committee as well as others showing the vital relationship between an 
expanding trade policy and this program that we are looking for, 
program of increasing foreign investment. 

There is no necessity to repeat the need for the availability of 
dollars in the countries where investments must be serviced. 

I think, particularly, this point must be raised now and must be 
emphasized now because in the last half decade or more we have 
been going through an era of fringe protection. We have been going 
through an era when the principal objectives of our trade policy have 
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appeared to remain unchanged while both legislative and administra- 
tive actions have been directed toward the raising of greater barriers 
and the imposing of greater restrictions of future developments of our 
trade. 

Almost every major trade-throttling device now in the law has been 
strengthened during the last 5 years, including the escape clause, the 
national-security amendment, section 22, the peril-point provision 
and the Antidumping Act. In addition, executive decisions during 
this same period have indicated a similar trend, despite the repeated 
avowals of a liberal trade program. The recent lead and zinc case 
under the escape clause, the treatment of dairy products under section 
22, the soil-pipe decision under the Antidumping Act, and many 
similar additional acts have all raised the specter of decreasing trade or 
at least increasing restrictions. This has its effect not only in dis- 
couraging our already faltering exports but also in discouraging any 
program for increased foreign investment. 

There must be a program of stability in our world trade policy, 
which means a program of stability in our import policy, before there 
can be any substantial improvement either in our exports or in our 
overseas investment. 

This present uncertainty is particularly important also because it 
falls most heavily upon the small- and medium-sized business concerns 
to whom a greater part of the interest here is directed. These are the 
companies who, if they are to be induced to engage in a program of 
foreign investment, must have the knowledge that dollars are readily 
available to service their investments. These are the companies wit 
fairly limited resources who must be sure of a fairly constant, fairly 
quick recovery of dividends and perhaps even recapture of capital if 
they are to continue in this type of operation. The lack of availability 
of dollars in these overseas markets will inevitably discourage prin- 
cipally the small- and medium-business men. 

I would like to turn to another aspect of the relationship between 
foreign trade and foreign investment, and that is the mechanism for 
inducements, the mechanism for the encouragement of a greater vol- 
ume of foreign investment. 

I think the need for a mechanism arises primarily because of the 
need for selectivity in our foreign investment program. The invest- 
ment of private capital abroad is, in and of itself, no more a matter 
of public policy than is the investment of private capital here in the 
United States. The motivation for both types of investment is private 
profit, not public policy. Our Government cannot tell citizens where 
to invest or how, either here or abroad. 

Public policy enters this picture only when there is some proper 
and legitimate governmental function or governmental objective 
which can be correlated with this private objective for profit. 

If government policy supports the industrialization of a Latin 
American country or the mechanization of agriculture in a Far 
Eastern nation or the stabilization of a one-product economy in the 
Near East, these objectives can often be furthered best by the invest- 
ment of private capital rather than the expenditure of public funds. 
But the merging of private and public silliey in such instances pre- 
supposes some sort of selectivity, based upon the particular objectives 
of public policy. And this, it seems to me, during these hearings has 
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been largely neglected. A general tax reduction of 14 percent, for 
example, might encourage an increased level of foreign investment 
without disturbing an existing ratio that places over 70 percent of 
United States foreign investment in the Western Hemisphere. If 
during a particular period our national goals were to require greater 
emphasis on the Near East, Africa, or the Far East, this could not 
be achieved by a general tax reduction. The same is true of any pro- 
gram of general tax deferrals or the other general programs that have 
here been recommended. I do not suggest that these programs are 
not acceptable or even necessary. As a matter of fact, from my lim- 
ited experience in this field it seems to me that they are highly de- 
sirable. But I do suggest that to achieve the objectives of our national 
policy they are not by themselves sufficiently precise. 

Some mechanism for selectivity in governmental assistance, either 
instead of or in addition to the general proposals for stimulated in- 
vestment, seems to be essential. 

If the public policy here being considered is to encourage more 
direct foreign investment without regard to the who or the what or 
the where, then a general program whether of tax incentive or other- 
wise will be sufficient. But if its purpose is to coordinate the profit- 
making motive of business with specific objectives of national policy, 
then some form of selectivity is necessary, and particularly if one of 
the objectives, as it seems to be, is to use an expanding program of 
direct foreign investment as a counter to the current Soviet economic 
offensive. If this is one of the objectives, then certainly something 
more than a come-one-come-all approach is vital. What is the mech- 
anism for such a program of selectivity? Government’s primary role 
in foreign economic programs is to establish the conditions that will 
encourage the movement of goods or movement of capital in a desirable 
direction. In the field of trade this is done through international 
negotiations, either bilateral or multilateral, looking to the establish- 
ment of fair-trade rules, the reduction or removal of quantitative 
restrictions, or reciprocal reduction of tariff barriers. These steps 
are taken by the respective governments either with the participation 
of businessmen directly involved or at least after consideration of 
the viewpoints presented, in the appropriate forums. 

In our economy, the Government does not buy and sell, but by acting 
within its proper sphere it can create the conditions that make it more 
desirable for private citizens to buy and sell in particular areas. In 
this way both government and business can achieve their different ob- 
jectives through a common action without compulsion of any kind. 
It may be that such a mechanism can also be of considerable use in 
the encouragement of correct foreign investment. Both the United 
States and the host country where investment is involved have various 
means to encourage this private investment in the form of tax for- 
giveness or tax deferrals, relaxation of labor laws, granting of con- 
cessions, public loans, even the availability of atomic reactors to 
provide energy in many of the undeveloped countries where this is 
the great need today. There are also certain obligations that must 
be assumed on a governmental level with regard to convertibility, 
expropriation, et cetera. These matters are best handled through 
governmental negotiations. But also with the active participation of 
the business interests involved. 
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In this way government can act on a selective basis, determining in 
each instance the nature and extent of the official inducements and 
thus provide the conditions that will achieve its public objectives. 
The decision to invest will remain, as it must, a private business 
concern. 

Under conditions firmly fixed in advance by the two participating 
governments to the extent that governmental assistance may not 
be necessary or is not needed in a particular circumstance, it can be 
eliminated. 

Such a mechanism, which has been so successful in the field of trade, 
appears to offer the greatest potentiality for an investment program 
that will:achieve both the official objectives of national policy and 
the private objectives of profit. 

The purpose of such a mechanism would be selectivity in govern- 
mental assistance to encourage the flow of capital, just as selectivity 
is now exercised in the reduction of tariff barriers to encourage the 
flow of goods. 

Mr. Boees (presiding). Thank you very much. 

Have you any questions ? 

Thank you, sir. 

(The statement follows :) 


STATEMENT OF WILLIAM J. BARNHARD, ATTORNEY, CHAPMAN, WOLFSOHN & 
FRIEDMAN, WASHINGTON, D. C. 


Mr. Chairman and members of the subcommittee, my interest in private foreign 
investment, the subject of your current inquiry, is an indirect one. For many 
years my personal and professional interest has been concentrated on the prob- 
lems of international trade, rather than investment. Despite this, I have re- 
quested the privilege of testifying briefly during these hearings—and I thank 
the chairman for according me that privilege—primarily for two reasons: 

(1) Because of the danger that renewed emphasis on foreign investment policy 
might be in derogation of a sound foreign trade policy ; and 

(2) Because the experience gained through government-business cooperation 
in trade matters may be helpful in determining the course of future investment 
programs. 

INVESTMENT POLICY VERSUS TRADE POLICY 


There is, of course, no conflict between a sound foreign investment policy and 
a sound foreign trade policy. These are not opponents, but instead are hand- 
maidens, each contributing its substantial part to the goals of security and 
prosperity for the United States and for the world. Indeed, in the manufacturing 
field, foreign investment has usually been a natural consequence of foreign trade, 
growing out of the experience gained by the United States manufacturer in his 
export operations or in meeting his import needs. 

But there is no doubt that when a United States manufacturer starts serving 
his overseas market from his plant within that market, and to that extent 
ceases to be a United States exporter, his concern over United States import- 
export policy often diminishes. There is too often in such cases a failure to 
realize that profits from the overseas investment cannot be translated into 
dividends unless there are dollars available in the host country. And it must 
always be recognized that the major source of those dollars is the sale of 
merchandise to the United States, that is, United States imports. 

Accordingly, I should like to suggest to this subcommittee that one of the 
greatest deterrents to an expansion in our private foreign investment is the 
uncertainty that surrounds our foreign trade policy. In the past half decade 
we have been going through an era of fringe protection. While the objectives 
of an expanding and mutually profitable world trade have remained unchanged, 
both legislative and administrative action has more and more been directed to- 
ward the imposition of greater restrictions on that trade and the discourage- 
ment of future expansion in trade levels. 
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Every major trade-throttling device contained in our laws has been strength- 
ened during the past 5 years—including particularly the escape clause and na- 
tional security amendment, peril points, section 22, and the Antidumping Act. 
And executive decisions during this same period have indicated a similar trend, 
despite the repeated avowals of a liberal trade program. The recent lead and 
zinc case under the escape clause, the treatment of dairy products under ‘sec- 
tion 22, the soil pipe decision under the Antidumping Act, and many others act 
as stoplights not only for America’s importers and their foreign suppliers, but 
also for America’s exporters and her investors, who cannot and will not operate 
without a reasonable prospect of payment in dollars. Until the United States is 
set once more upon a firm course leading to an expanding level of world trade, 
reversing this era of fringe protection upon which we have so recently embarked, 
little of any consequence can be done either to assist our faltering exports or to 
encourage a broader program of private foreign investment. There must be a 
program of stability in world trade—which means stability in our import 
policy—before we can expect any substantial improvement either in United 
States exports or in United States foreign investment. 

The present uncertainty as to the availability of dollars to finance United 
States exports or to service United States investments falls particularly heavily 
upon American small and medium businesses, where the need for expansion is 
probably greatest. The giants of industry are usually in a position to defer the 
payment of dividends or the recapture of capital from their foreign operations 
for a much longer period of time, and the need for a currently available supply 
of dollars in the host country is correspondingly less. But for the small- or 
medium-sized investor, with more limited resources, the pressure for current, or 
at least speedier, dollar payments is much greater, and uncertainty as to the 
future availability of those dollars on a current basis would often discourage 
the original investment. 

A program that contemplates an expanding level of world trade is therefore 
essential not only as a means of servicing United States private investments 
overseas but also as a means of removing one of the greatest deterrents to an 
expansion in the investment program. I trust any subcommittee report resulting 
from the current inquiry will emphasize both the stake that investors have in a 
liberal trade policy and the vital relationship between expanding investments 
and expanding trade. 


THE NEED FOR SELECTIVITY 


The investment of private capital in a foreign operation is, in and of itself, 
no more a matter of public policy than an investment in a United States factory. 
The motivation for both types of investment is private profit, not public policy. 
Our Governivent cannot tell its citizens where to invest their money or build their 
factories, whether here or abroad. Such action can be based only on personal 
business judgment. 

Governmental action, that is, public policy, enters this picture only when some 
legitimate function or objective of government can be correlated with the invest- 
ment program of a private citizen or company. If government policy supports 
the industrialization of a Latin American country, or the mechanization of agri- 
culture in a Far Eastern nation, or the stabilization of a one-product economy 
in the Near East, these objectives can often be furthered best by the investment 
of private capital rather than the expenditure of public funds. Since our Gov- 
ernment cannot order the investment of private capital, it must take steps that 
will encourage or assist private investors in seeing that their objectives and those 
of the public can both be met through a common means. 

But the merging of private and public policy in such instances presupposes 
some sort of selectivity, based upon the particular objectives of public policy. 

It has seemed to me, during most of these hearings, that the proposed incentives 
to increased private investment have failed in this basic purpose. A general tax 
reduction of 14 percent, for example, might encourage ah increased level of 
investment without changing the present ratio that places over 70 percent of 
United States foreign investment in the Western Hemisphere. If our national 
goals were to require greater emphasis on the Near Hast, Africa, or the Far 
East, this could not be achieved by a general tax reduction. The same is true of 
tax deferrals and the other general programs that have been recommended. 
I do not suggest that these programs are not acceptable or even necessary, but 
to achieve the objectives of our national policy they are not sufficiently precise. 
Some mechanism for selectivity in governmental assistance, either instead of or 
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in addition to the general proposals for stimulating investment, seems to be 
essential. 

A second argument in favor of selectivity stems frem the nature of the 
opposition to past investment proposals. I have often heard the comment 
that a tax incentive program for foreign investment would provide a windfall 
for companies already highly profitable. It seems true that any general in- 
centive program would benefit those who do not need public assistance as 
much as those who do, and would help those who do not further the national 
policy as well as those who do. Such a general program would not provide 
any economic advantage to the small and medium businesses mentioned so 
often during these hearings, for it would not in any way bridge the gap that 
now exists between them and the giants in their industries, although that gap 
would then be at a somewhat higher level. 

If the public policy here being considered is to encourage more private 
foreign investment, without regard to the who, what, and where, a general 
program will accomplish that result. But if its purpose is to coordinate the 
profitmaking motive of business with specific objectives of national policy, 
then some form of selectivity is necessary. And particularly, if this program 
of private foreign investment is to be used as one of the counters to the Soviet 
economic offensive, then something more than a come-one-come-all approach 
seems essential. 


A MECHANISM FOR INVESTMENT 


Government’s primary role in foreign economic programs is to establish 
the conditions that will encourage the movement of goods or capital in a desired 
direction. In the field of trade, this is done through international negotiations, 
either bilateral or multilateral, looking to the establishment of fair trade rules, 
the removal of quantitative restrictions, and the reciprocal reduction of tariff 
barriers. These steps are taken by the respective governments either with the 
participation of the businessmen affected by the action, or at least after consid- 
eration of the viewpoints of those businessmen, expressed in the appropriate 
forums. 

In our economy, the Government does not buy and sell, but by acting within 
its proper sphere it can create the conditions that make it more desirable for 
private citizens to buy and sell in particular areas. Sometimes this selection 
is on a geographical basis, as in the current high tariff levels applicable to 
imports from the Soivet bloc. More often the selectivity in trade matters is 
on a commodity basis, where duties on a particular item are reduced no matter 
what the source. The pattern in these trade matters is thus one of govern- 
ment-business cooperation, with government setting the conditions that make 
it possible for business to operate profitably within selected areas. Thus, both 
government and business achieve their different objectives through a common 
action, without compulsion of any kind. 

It may be that such a mechanism can also be of considerable use in further- 
ing the investment program. There are steps that can be taken by both the 
United States and the host country to encourage particular investment pos- 
sibilities—in the form of tax forgiveness, tax deferrals, relaxation of labor 
laws, granting of concessions, public loans, availability of atomic reactors, etc. 
There are certain obligations that must be assumed on a governmental level 
with regard to convertibility, expropriation, etc. These matters are best han- 
dled through governmental negotiation, with the active participation of the 
affected business interests. In this way, government can act on a selective 
basis, determining in each instance the nature and the extent of official induce- 
ments, and thus provide the conditions that will achieve its public objectives. 
The decision to invest will remain, as it must, with the businessman, under 
conditions firmly fixed in advance by the two participating governments. To 
the extent that governmental assistance is not needed in any particular situa- 
tion, government participation can be eliminated. 

Such a mechanism, which has been so successful in the field of trade, appears 
to offer the greatest potentiality for an investment program that will achieve 
both the official objectives of national policy and the private objectives of profit. 
The purpose of such a mechanism would be selectivity in governmental assist- 
ance to encourage the flow of capital, just as selectivity is now exercised in the 
reduction of tariff barriers to encourage the flow of goods. 


Mr. Boces. Our last witness today is Mr. Paul J. Quinn, treasurer 
and vice president of Johnson & Johnson. 
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STATEMENT OF PAUL J. QUINN, VICE PRESIDENT AND TREASURER 
OF JOHNSON & JOHNSON INTERNATIONAL 


Mr. Quinn. Mr. Chairman and sirs, my name is Paul J. Quinn. 
I am vice president and treasurer of Johnson & Johnson International. 

For the past thirty-odd years I have been engaged by my present 
employer and also by International Telephone & Telegraph Corp. in 
activities related to the conduct of business overseas. During that 
period I have lived abroad in Europe and South America a total of 
17 years. As a result, I have dealt with the problems faced by 
American industry in foreign countries from both the foreign and 
domestic viewpoints. 

The subject which your committee is now considering is necessarily 
complex and worthy of the attention it is being given. The fact that 
you and others in governmental, educational, business, legal and 
financial circles are giving it such attention testifies to the significance 
of private foreign investment in the development of underdeveloped 
countries, the raising of the standards of living and well-being of 
their peoples, the struggle of the free world against the forces of 
communism and our own national self-interest. 

I might say here that in speaking of private foreign investment 
I mean not only the investment of capital but also, and perhaps of 
more importance, the investment of technical and managerial skills. 
In addition, I speak also of investment, if it can be called that, of 
some of our human capital in time, effort, and understanding. In a 
sense, anyone in private industry who goes overseas is a representative 
of the United States and its way of life, and the manner in which he 
conducts himself will reflect on the United States. In terms of what 
we are trying to achieve, the human ingredient may be the most im- 
portant of all. I would therefore prefer to look at the question as 
“what can be done by the Government to promote the successful invest- 
ment of all these forms of capital—financial, technical, and human— 
in order to achieve the desired goals?” 

This balancing of capital assets among financial, technical, and 
human skills is probably, I think, of particular significance in an 
industry such as ours. You are all aware of the fierce competitive 
race in research and of the vast amounts of money which United 
States companies continually invest in research and accordingly in 
the skills of the many highly trained personnel that are required to 
discover, perfect, and produce the new drugs, medicinal chemicals 
and nutritional products presently available. Our company with its 
long line of surgical items and pharmaceutical products, we like to feel, 
is somewhat unique in this. We also like to feel that the contribu- 
tions we can make to the health and welfare of the peoples of the 
underdeveloped countries of the world are unique. 

I think we must all recognize that United States industry does not 
possess an unlimited amount of any of these forms of capital. Their 
use is subject to competing demands not only as between the United 
States and overseas but also as among the various countries and in 
the United States itself. Necessarily, business management must 
address itself primarily to the most profitable use of these forms of 
capital. These decisions, of course, involve a balance of the profit- 
ability in the long term and in the short term. However, I think it 
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must be clear that there are many situations in which the prospective 

return is so long term, in light of the risks, that without additional 
incentive and encouragement, private industry cannot justify the use 
of the resources which it has, even though management from all other 

points of view might like to do so. 

I come now to the specific areas in which we feel Government can 
help reach the desired goals: 

1. Some of the serious deterrents to United States foreign invest- 
ment arise out of the political and economic instability of the foreign 
country. These, of course, are two of the things which it is felt the 
foreign investment will help to cure or at least alleviate so that in a 
sense you might say we are walking around in a circle. However, it 
seems to us that some of the fears that a particular country will con- 
tinue to be unstable arise out of a lack of knowledge on the part of 
many of us in the United States of the country itself as well as out of 
a lack of stated policy on the part of Congress that it intends to 
continue so long as it can to help promote the stability of the country 
concerned. For example, many of us feel that the joint resolution 
adopted last year by Congress with respect to India was and cun- 
tinues to be very helpful in encouraging private industry to devote its 
attentions to that country. 

2. A great deal more we feel could be done to help educate in- 
terested persons in our own private industry as to the needs, customs, 
and political structures of the various underdeveloped countries. This 
could be accomplished by Government sponsorship of guided visits to 
these various countries and of brief but concentrated courses at some 
universities, for example in Washington, D. C., to which industry 
could send representatives. We are not suggesting that either of these 
programs be at Government expense, but merely under Government 
sponsorship. Both of them would enable a better initial under- 
standing of these countries. Beyond that, they would make industry 
personnel going to these foreign countries better representatives of 
the United States and its way of life. 

3. Our Government directly and indirectly is already doing a great 
deal to support and promote the economic stability of foreign coun- 
tries. We feel that these programs should be continued. They, of 
course, involve either on a loan or grant basis, financial aid of sub- 
stantial amounts of money. We feel that the use of these funds should 
be directed primarily to economic and social programs which would 
tend to make development of other segments of the economy practi- 
cable. Communications and transport ; development and agricultural] 
and health programs would be high on any general priority list. 
Specific programs should be geared to the needs and capabilities of 
the particular country. 

4. Further effort could be directed toward promoting simplification 
of the sometimes very complex governmental proce edures required in 
the foreign countries before private investment can be made. We feel 
that to a great extent many of these complications result from a lack 
of understanding of the role that private industry can play. There 
also appears to be some fear that foreign private investment will re- 
sult in commercial colonialism. Although some of the underdeveloped 
countries seem to be understanding us a little better, there is much left 
to be done. Government can certainly help in this. 
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Most, we feel, can be accomplished by private industry itself by 
way of example in the conduct of any negotiations it has with forei 
government and its peoples and in the conduct of its operations in 
the foreign countries. Well-trained and alert government representa- 
tives in the foreign country, however, can be of great value. I sup- 
pose that what we may be suggesting here and, as well, a few minutes 
ago with respect to Government-sponsored programs is the combinin, 
of Government and private industry assets to build a large core o 
well-trained personnel who will understand and know the count 
to which they may be going or with which they may be concerned. 
Through these persons and the conduct of American industry itself 
in the foreign countries, the people in them will become aware of 
what our way of life can bring them. We must be aware, however, 
that our customs and our way of life have to be adapted to the needs 
of and the customs in the foreign country and that we must recognize 
that we have a lot to learn from the peoples in these foreign countries. 

5. A substantial amount of foreign funds is being built up under 
Public Law 480. These funds are intended to be available for use 
in the countries in which they are held by our Government. Under 
the Cooley amendment “up to” 25 percent of the funds are to be made 
available to private enterprise. The words “up to” mean that the 
actual amounts which will be so available are matters of negotiation 
between the United States and the foreign country concerned which, 
in many instances, insists on strict governmental control on any enter- 

rise that borrows the funds. There may be good reasons for this 
interest on the part of other governments. Nonetheless, it is a deter- 
rent to private foreign investment and results in additional complica- 
tions. 

It may be that, in some countries, Public Law 480 makes available 
funds which would not otherwise be available from normal banking 
sources. In other countries, however, Public Law 480 funds are 
merely another source of funds which would already be available 
from local banks. At the present time, it is our impression that loans 
of Public Law 480 funds are being considered strictly on a banking 
basis and are made in accordance with very strict banking standards. 
Public Law 480 does not provide any standards at the present time. 
Perhaps it should do so if the aim is to provide incentives to American 
private foreign investment. A standard setting forth the percentage 
of American private interest investment as compared with the amount 
to be borrowed would be helpful. This should be as low as possible, 
particularly in those cases where the American investor had success 
in operating a similar venture in the United States. At the present 
time the Export-Import Bank will not lend for operating capital 
purposes, although, in many instances, that would be the primary 
need for local currencies. In addition, requiring guaranties of the 
borrowing from the American parent does not reduce the risk as far 
as the prospective American investor is concerned. 

These funds could be used by our Government either directly or 
working through private or government institutions in the particular 
country to finance economic and market surveys. They could be used 
through the same channels to finance research by private industry, 
including subsidiaries of American companies located in the country 
concerned. This research naturally should be directed toward satis- 
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fying the needs of that country and toward developing the use of raw 
materials available in that country rather than to any general research. 
Such a program would utilize technical skills already available in the 
country and, perhaps of more importance, would develop a pool of 
skills required for the future growth of the country. 

6. At the present time the ICA insurance program protects, at most, 
against inconvertibility and expropriation. While these are of some 
value, there are many who feel that they do not insure against the real 
risks. One of the major risks, of course, is currency depreciation. 
Another real risk is what might be called indirect expropriation. Some 
clarification of what I mean by “indirect expropriation” may be of 
value. Under the present form of expropriation guaranty, a company 
can be protected against a direct expropriation of its entire business 
even though such expropriation is under another guise. However, so 
far as we have been able to determine, there is nothing to protect a 
company against gradual expropriation on a piecemeal basis. The 
guaranty program, in any event, should make sure that guaranties are 
available to cover the reinvestment of otherwise repatriable money 
earned abroad. ‘There is no good reason for forcing the repatriation 
of foreign earnings before providing a guaranty to cover the reinvest- 
ment of these earnings. Such repatriation in many instances causes a 
diminution of the income through exchange losses and through tax- 
ation by the foreign country. The program could also be extended to 
cover investments made by subsidiaries of American companies in 
other foreign countries. 

7. We believe that the proposals which have been advanced by others 
in connection with modifications in our own United States income-tax 
laws would go a long way toward encouraging American private 
enterprise to invest its money, skills, and time of its people in foreign 
fields. Many specific proposals of a similar nature have been put 
forth. These, we feel, should involve the following points: 

(a) The law should provide for the organization of a new type of 
corporation which would be engaged solely in export and foreign 
business, including the ownership of foreign subsidiaries. United 
States income tax on my income of such a corporation should be 
deferred until such time as the income is made available out of such 
corporation to its shareholders, be they individuals or another United 
States corporation. : 

(6) The law should provide that any existing foreign branches or 
foreign subsidiaries could be transferred to this new corporation with- 
out any tax consequences. 

(c) Existing foreign tax credit provision should at least be continued 
and pooling of these tax credits should be allowed. Also, credit 
should be given for taxes which otherwise should have been paid toa 
foreign country were it not for a tax-sparing agreement between that 
government and the company concerned. 

(dq) Appropriate changes should be made in the holding-company 
provisions of the Internal Revenue Code so as to allow the establish- 
ment of such a new type of corporation by individuals. 

Aside from the encouragement to American private enterprise in 
developing plans to invest in foreign lands there is much to be said for 
the complete exemption from United States taxation of income earned 
abroad. Other foreign countries in this hemisphere and in Europe 
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have been adopting a policy of exempting extraterritorial profits from 
taxation. Revenue requirements in the United States may prevent 
this approach at the present time. However, as a start, the tax 
deferral proposals outlined above should be accomplished now. 

8. Another great uncertainty which American companies face is 
the extent to which our own Government will attempt to apply Amer- 
ican antitrust laws to the conduct of business in foreign countries. 
This is not only an uncertainty but also a source of great friction, par- 
ticularly where there is local participation in the foreign subsidiary. 
Moreover, it is another example of an attempt to impose our way of 
life on a foreign country. 1 would like to cite one example of the 
problem. 

Many American companies already have quite a few foreign sub- 
sidiaries. In most instances, these are designed to serve the needs 
either of the particular country in which they are located or of a partic- 
ular market area. In order to keep its own operations from becoming 
chaotic and to preserve peace in its own family, most of these opera- 
tions are so conducted that they do not engage in competition with 
each other in their own or in export markets. So far as we can see, 
there is nothing wrong, even under American antitrust laws, in this 
course of conduct. The problem is, however, becoming more complex. 

Many foreign countries and particularly the underdeveloped ones 
are insisting that there be a substantial amount of local participation 
in any new company established in their country. If we are to be 
realistic, we must face up to this fact. As a partic ipant, these govern- 
ments generally encourage or insist on the taking in of some local 
company which has been engaged in the same line of business. This 
means that your probable partner will most likely be someone who, if 
he had your technical knowledge and skill, would be a potential com- 
petitor. There is considerable uncertainty now as to whether or not 
the Department of Justice will take the position that any agreement, 
or even any course of conduct which results in such jointly owned 
company limiting its sales to the particular country or the particular 
market area which the company was designed to serve, can be con- 
sidered as a violation of the United States antitrust laws. The theory 
in this case is that, had this agreement not been entered into or had this 
course of conduct not been followed, the products of the particular 
joint venture would have been available in the United States in com- 
petition with the products manufactured by the parent company in 
the United States or the products of the other foreign subsidiaries 
of the parent company. We believe that the law should be clarified 
so as to make it clear that this would not be the case. 

Joint ventures, by nature, involve many difficulties and compli- 

cations. Although the desire on the part of underdeveloped countries 
for local partic ipation is understandable, the fact that this local par- 
ticipation is insisted upon is in itself a deterrent. This is particularly 
true in the initial stages of starting a new company in a new country. 
An example of what T mean here is the plow-back of earnings. Many 
sectors of American industry are prepared to reinvest a high ratio of 
their profits in the formative years of a new business. Overseas part- 
ners frequently want a fast payoff of their investment stake. The 
added fact that private industry also has to be concerned with what 
appear to be unreasonable and unnecessary difficulties under the United 
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States antitrust laws has, I believe in many instances, discouraged the 
foreign investment. 

There are many other examples of which I am sure most of you are 
aware. In general, American industry is faced with an extreme handi- 
cap in having to try to conduct its business affairs in foreign countries 
not only in accordance with the laws, regulations and customs of a par- 
ticular country, but also in accordance with the antitrust laws of the 
United States, vague as they may be in their application to the opera- 
tions of a wholly or partially owned subsidiary in the foreign country. 

Thank you very much, gentlemen, for this opportunity of speaking 
to you in the name of Johnson & Johnson International. 

As I remarked earlier, we do not view this hearing as one for the 
discussion of precise legislation. We have only tried to point out cer- 
tain of the main areas where appropriate action can bring about the 
early achievement of our overall goals. These goals are to make 
United States private investment, comprising the financial, technical 
and human capital which is available in our country, do three things: 

First: Satisfy the needs of underdeveloped countries. 

Second: Succeed in the free world’s struggle against communism, 
and 

Third : Promote our own national self-interest. 

Thank you, Mr. Chairman. 

Mr. Boces. Thank you very much, Mr. Quinn. 

This concludes the public testimony of the subcommittee on that 
subject. 

Before closing the hearing I would like to express the appreciation 
of the members of the subcommittee and the staff for the information 
which all of you have given the subcommittee. I am sure it will be 
quite helpful. 

I would also like to announce for the record that we will accept 
additional material for the record up to and including December 10, 
1958. 

(The following material was filed with the committee :) 


STATEMENT BY Dr. Rospert StrAvUsSZz-Hupf&, Drrector, ForREIGN Poticy RESEARCH 
INSTITUTE, UNIVERSITY OF PENNSYLVANIA 


INTERNATIONAL INDUSTRIAL INVESTMENT 
CONFLICTING ECONOMIC SYSTEMS 


Until recent years, the western capitalist system has operated as if only one 
international economy exists. This was unquestionably true in the era of the 
gold standard, prior to 1914 until the First World War brought about disloca- 
tions which led to the disintegration of the single world economy. A number 
of nationalist-capitalist systems then arose, each bent on insulating its domestic 
economy against the disturbing effects of external forces. Although Japan 
and Germany fought the international economic status quo established by 
the West after World War I, neither one was able, prior to World War II, to 
completely execute their plans for new regional economic systems—the “New 
Order” in Europe and the “Co-Prosperity Sphere” in Asia. But after World 
War II, Stalin emerged as the director of an international Socialist bloc economy 
which, he boasted, would gradually overtake and ultimately stifle the capitalist 
system. Stalin envisioned an interval of prolonged economic conflict which 
would be characterized by the growth of a Communist “parallel world market.” 

Territorial gains made in World War II enabled the Soviet Union to completely 
socialize the economies of the countries of eastern Europe and integrate them 
with that of the Soviet Union. The satellite countries of eastern Europe, which 
prior to the war had carried on the bulk of their trade with the West, were 
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now locked into the international Socialist bloc. Once Soviet control. of eastern 
Europe was assured, considerable emphasis was placed upon heavy industrial 
development in Poland, Czechoslovakia, Hungary, and East Germany, countries 
in which agricultural interests had predominated before the war. Thus Stalin 
laid the foundations for what he called the parallel world market of Socialist 
states, existing outside and independent of the capitalist world market. In 
terms of economic wealth and power, this new Socialist world market was ad- 
mittedly weak and not yet entirely self-sufficient. A certain amount of direct 
trade with the West was still considered indispensable. But the Communists 
were confident that, with the passage of time, their market would grow stronger 
in comparison with the contracting capitalist market. By 1950, not only eastern 
Europe had been torn away from the capitalist system and incorporated into 
the Communist economic bloc, but China—the “limitless market” of which 
western Capitalists had dreamed for years—had shifted from the old side to the 
new. Henceforth, at the root of the world struggle was an irreconcilable con- 
flict between two incompatible international economic systems. The newer 
Socialist bloc, so the Communists believed, would expand at the expense of the 
older capitalist system, which would gradually lose its vitality. 

The Communist bloc is now engaged in all-out economic warfare directly 
against the western capitalist system. All possible efforts are made to hamper 
western programs of economic rationalization and integration which might 
serve to strengthen the economy of the free nations. The Soviets oppose every 
international stabilization and development institution which is based on cap- 
italist principles. Increasingly, the Soviets engage in harassing tactics, such as: 
dumping; supporting nationalist policies in the underdeveloped areas which 
jeopardize the earnings or the resource supplies of the Western nations; export- 
ing gold, thereby contribution to inflation in free countries with weak monetary 
controls, and so forth. 

The Communist bloc also carried on indirect economic warfare against the 
West. Communist planners seek to outflank the capitalist system by gradually 
reorienting selected underdeveloped national economies toward the expanding 
Communist bloc, causing a concomitant contraction of western markets and 
supply sources. In their drive into the underdeveloped areas, the Communist 
bloc enjoys some natural advantages. Overemphasis on heavy industry, com- 
bined with agricultural failures, enables Communist planners to equate foreign 
aid with foreign trade. Western states, on the other hand, many with large 
agricultural surpluses of their own, are in a poorer position to do business 
with the new nations of Asia and Africa which depend heavily on the export 
of one or two primary commodities. By carefully directing their low-interest 
industrial credit agreements, the Soviets probably hope to manipulate primary 
commodity prices to their own advantage and to gain an economic throttlehold 
upon selected underdeveloped countries, prior to possible political takeover. 
Communist propaganda and diplomacy, meshed with the activities of the Soviet 
foreign trade and aid programs, are designed to bring about the eventual with- 
drawal of Western capitalism from the penetrated areas and to tie the economies 
of underdeve!oped countries to the Communist economy. 

The United States must meet the challenge of the growing Communist bloe 
economy and thwart the Communist penetration of underdeveloped areas. ‘To 
do this, the United States must develop a trade and economic assistance program 
which will serve to strengthen the free world economy and prevent the expansion 
of the Communist “parallel world market.” 


THE NEED FOR ECONOMIC ASSISTANCE 


The systemic revolution occurring in the underdeveloped areas of the world 
is not only a political revolution of nationalism ; it is also a social and economic 
revolution for equality and improved standards of living. The revolution of rising 
expectations has created an almost universal demand for economic betterment, 
to be achieved through political action if purely economic efforts are insufficient. 
In most of these nations, the gap between reality and popular aspiration has 
scarcely narrowed during the past decade, while the gap between the living 
standards of industrialized and underdeveloped nations has become wider. 
Unless they see realistic prospects for economic progress within the western 
orbit, many of these nations will turn to totalitarian schemes and methods 
which promise swifter achievements in economic development at the sacrifice 
of political and social liberties and values. 
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America cannot stand aloof from events in the underdeveloped lands. Their 
revolutions are a direct result of the development of western political liberalism 
during the last two centuries, and the high living standards made possible by 
western industrialization and a heightened sense of social responsibility. To- 
day, we are ourselves the leading example of this political and economic revolu- 
tion. Many nations are attempting to accomplish, in one generation and under 
far more difficult conditions, a task which took more than a century in the 
present industrialized states. Industrialization and improved economic condi- 
tions are impossible to achieve without adequate capital resources, trained labor 
force, skilled technicians, medical and educational facilities, efficient government 
services, an adequate market system, and other factors. The underdeveloped 
countries cannot pull themselves up by their own bootstraps, for they lack most 
of those attributes of a modern industrialized nation. 

In many cases, the success or failure of the underdeveloped countries to 
achieve their economic goals—while maintaining their national independence 
and strengthening their free institutions—will be determined by the availability 
of adequate capital investment and technical assistance from the Free World. 
Therefore, it is in the national interests of the United States to continue provid- 
ing, im the foreseeable future, economic assistance in appropriate forms to these 
young nations. 





EXPANDING FREE ENTERPRISE 


In planning economic assistance programs to underdeveloped countries, the 
United States should not lose sight of the importance of stimulating in foreign 
countries political and economic institutions and processes compatible with our 
own philosophy and practice. If, as a general rule, the provision of basic serv- 
ices and public works is a government responsibility in the underdeveloped 
countries, the United States should continue to assist these governments in their 
task with grant and loan aid. However, it has been the illuminating experience 
of the United States that, in the interests of economy, efficiency, and political 
liberty, tne production and distribution of goods and services should be left 
primarily to the private sector of the nation’s economy. 

The creative energy and driving force in a free country comes from the 
initiative, imagination, and creativity of large numbers of its citizens. Their 
effectiveness and achievements depend, in turn, upon the climate and conditions 
under which they work. Therefore, the United States should make a conscious 
effort to encourage the development of economic and political systems which will 
permit the growth abroad of the free-enterprise spirit. These systems need not 
be identical with ours, but they should be compatible, making possible a common 
effort in raising standards of living in an environment of democratic freedom. 


THE PRESENT ROLE OF AMERICAN PRIVATE INVESTMENT 


United States foreign investment today stands at a record level of some $55 
billion, more than two-thirds of which is private capital. However, private 
capital has tended to avoid those areas where investment is now most needed, 
i. e., in the underdeveloped areas of Asia and Africa. The problem, in essence, 
is to encourage private capital to go where, so far, it has shown least inclination 
to go. 

Some $25,250 million worth of corporate investments, representing the largest 
portion of private capital abroad, is at work in foreign countries. This is 3 times 
the amount of such investments in 1946. Of this total, $8.8 billion (35 percent) 
is accounted for by the Latin American Republics; $8.3 (33 percent) by Canada 
alone. Western Europe has received another $4 billion (16 percent) and Western 
European dependencies $0.9 billion, leaving a little more than $3.2 billion (12 per- 
cent) distributed among the other countries of the world. Of this balance, the 
bulk is invested in such countries as Australia, the Union of South Africa, Japan, 
and the Philippines. None of these nations is usually included among the under- 
developed countries which are the prime targets of the Communist economic 
offensive. 

The underdeveloped countries are mainly those of southeast Asia and parts of 
the Middle East and Africa. Economically speaking, parts of Latin America fall 
in this category. They are newly independent nations, formerly colonial posses- 
sions, where there is a strong antipathy for private capital because it has long 
been associated with western “imperialism.” Although there is about $1.4 billion 
of direct dollar investments in these countries (or 5 percent of the total), most of 
it is engaged in extractive and trading industries, which normally take something 
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out of a country and, therefore, are regarded as “exploitive” industries, politically 
speaking, in these countries. 

The distribution of direct dollar investments abroad shows a relatively small 
amount of it in manufacturing industries in the underdeveloped countries. After 
petroleum, manufacturing is the largest category of private direct dollar invest- 
ment abroad. Canada, Latin America, and Western Europe account for 92 per- 
cent of the $7,900 million of the investment in manufacturing abroad. Of the 
remaining $635 million, more than three-fourths is invested in the more indus- 
trialized countries, such as Australia and Japan. Only about $130 million, or less 
than 2 percent, is invested in underdeveloped countries of southeast Asia, Africa, 
and the Middle East. 

This recapitulation of the size and distribution of direct private American 
investment abroad clearly demonstrates that the present level of private United 
States capital abroad is high. However, its distribution is out of balance with 
the needs of those underdeveloped countries most vulnerable to Communist 
pressure. The United States Government must make additional efforts to stimu- 
late the flow of private foreign investment and assist in broadening its base, both 
geographically and in industrial diversity. 


INTERNATIONAL INDUSTRIAL INVESTMENT 


Some of the more important considerations relative to direct investment abroad 
by industry, in contrast to Government aid, include the following : 

Capital is not the only important asset that United States industry has to 
export. The really vital assets which the United States can export to under- 
developed countries are knowledge and experience in a particular field—manage- 
ment, processes, special equipment, marketing, and other techniques. American 
industry has demonstrated its ability to train foreign local labor and develop 
local management. 

There are many examples of American enterprises operating in foreign coun- 
tries, providing capital, management, technical guidance, and employment oppor- 
tunities ; using local material; supplying finished products to the local markets; 
and exporting to other markets. Frequently, technical aid and financial aid are 
also extended to local basic industries and to component manufacturers to develop 
needed sources of supply. 

Foreign subsidiaries of well-established United States industrial companies 
have a good record of successful operation. In some cases, manufacturing plants 
have been established abroad to supply markets and distribution systems already 
established to which American products no longer had access because of tariffs, 
quotas, exchange restrictions, or other factors. In some cases, local costs of 
establishing manufacturing operations have been met with accumulations of 
local capital which could not be remitted to the parent company. By investing 
such an accumulation locally, a foreign obligation has been converted into a 
productive asset. 

Benefits to the local economy resulting from the establishment of manufac- 
turing subsidiaries of experienced and well-established foreign companies are 
many and varied and far outweigh any ultimate cost to the local economy. Such 
operations bring quick relief to an unfavorable trade balance by lessening the 
need for imports, stimulating the local economy, and frequently providing a new 
source of exports. Nevertheless, domination by foreign capital of any market or 
industry is neither economically or politically wise. Domestic competition and 
political radicals will always exploit such a situation by using the appeal of 
nationalism to expel foreign capital. 

Through growth and expansion of the field of activity, an initially small foreign 
investment often grows to enormous size. After the benefits of foreign invest- 
ment have ceased to be readily apparent, the cost to the local economy of divi- 
dends sent abroad may appear to be an intolerable burden. If sufficiently large, 
they may unbalance a nation’s foreign credit so as to force the imposition of 
exchange restrictions. This action results in further accumulation of local cur- 
rency which cannot be remitted. 


OWNERSHIP POSSIBILITIES 


Foreign subsidiaries of American industrial enterprises are seldom completely 
independent operations. Even though they may produce goods especially de- 
signed for the local market, they remain, and it is economic for them to do so, 
dependent on the parent company for many technical and managerial services. 
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The parent company may even provide distribution services for the product in 
other foreign markets. These integrated international operations contribute 
strength and stability to the domestic units of industry in the underdeveloped 
countries—a particularly important factor in this period of rapid technological 
progress and widespread economic dislocation. 

Almost without exception, local capital has not been permitted to participate 
in the foreign subsidiaries established by American companies. Although recog- 
nized as politically desirable for the parent company and economically desirable 
for the country concerned, local stockholders can create management problems 
which are insurmountable. The presence of local investment in a subsidiary 
introduces problems of prices for technical services, use of patents, remuneration 
of foreign personnel, territory to be served, pricing on interdivisional sales, divi- 
dend and reinvestment decisions, and other matters. 

The interests of local shreholders and the parent company will frequently 
differ, reducing the flexibility of the parent company. In cases, where parent 
companies have taken a minority interest in a foreign operation, price fixing, 
territorial limitations, and other undesirable arrangements have been present. 

A completely common and beneficial interest between local and foreign stock- 
holders could be established if parent company equity stock could be sold to 
local stockholders. 

The advantages of such a system are: 

During the initial starting period of a new operation, earnings might be 
low; for a much longer period earnings might be needed for expansion and 
thus not available for dividends. In contrast, parent company stock has im- 
mediate dividend potential. Furthermore, parent company dividends, being 
in foreign currency, would immediately add to the nation’s foreign credit 
balance, whereas direct benefits from the new operation might be considerably 
delayed. Whenever foreign dividend payments were not needed to meet other 
obligations, they could be used to acquire more parent company stock. 

In starting a new operation or expanding an existing one, parent company 
stock could be sold for local currency to cover all local costs such as land, 
buildings, services, etc., and to provide operating capital. In fact, if at the 
time of organization such dividends were pledged to the acquisition of addi- 
tional parent company stock, such stock might be set aside as in an option plan 
at a fixed price for future delivery. This arrangement might not come under 
the jurisdiction of exchange controls, if any existed, as no income is available 
to the local stockholder until the purchase has been completed. Parent com- 
pany investment in foreign currency could be limited to those items for which 
foreign exchange is required, such as equipment and materials from foreign 
sources. While it is true that the use of local capital would reduce the amount 
of foreign capital made immediately available to the nation, it would reduce 
a future obligation incidental to the export of earnings or the repatriation of 
original capital. 

In most cases, a manufacturing operation with considerable local participa- 
tion could be established without cost to the nation in foreign exchange. UlIti- 
mately, the remittance of dividends would require the loss of some foreign 
exchange, but this would be offset partially by foreign dividends received. 

By participation in the parent company, local stockholders would have bene- 
fits comparable to a “diversity of investment” and would be less subject to 
local economic cycles. If such international investment could be carried 
far enough, it would have a stabilizing effect on the whole world economy. 

Through acquisition of parent company stock, either through providing local 
eapital when needed or the use of foreign exchange balances when available, 
local participation can ultimately become sufficient to absorb the average local 
profits. As previously mentioned, parenc company stock have immediate divi- 
dend potential and such dividends are in foreign exchange. If not otherwise 
needed, they could be used to acquire more parent company stock. In con- 
trast, if local investment is confined to the local operation, dividends may be 
long deferred, will be in local currency, and will always be entirely dependent 
on the local economy. 


ROADBLOCKS 


This simple proposal is not easy of accomplishment. In some countries, exist- 
ing regulations would not permit the sale of parent company stock in either 
local or foreign currency. In many cases, various tax regulations would diminish 
the value of foreign dividends to local stockholders. 

Furthermore, parent companies might desire a guaranty that stock delivered 
to local stockholders would not be confiscated by their Government so long as 
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the subsidiary continued in operation. In 1933, Germany in financial distress, 
confiscated all foreign equities owned by her citizens. In 1941, England did 
likewise. 

The importance of local participation in any development program cannot be 
overemphasized. The underdeveloped nations are especially wary of foreign 
economic exploitation. Several nations have already adopted regulation re- 
quiring local participation even to the point of control. Few United States 
companies will allow themselves to become involved in such situations. If, 
before this pattern becomes too firmly established, counter proposals could be 
made, it is possible that an arrangement satisfactory to all interests could be 
made. 

If the objectives set forth herein are generally accepted, a working pattern 
could probably best be developed through bilateral treaty negotiation. Consider- 
ing the closely related economic interests of the United States and Canada, this 
would seem to be a natural place to start. Politicians might argue that this 
is not constructive, as neither country is in need of investment capital. However, 
Canadian citizens and their Government are quite conscious of the large earnings 
of United States companies operating there. Furthermore, there is not available 
in Canada any large selection of well-established equity stocks, particularly for 
the investment of insurance funds or pension trust funds. 

The most obvious criticism of this proposal is that the acquisition of parent 
company stock is not possible because United States dollar exchange is not 
available. In the case of Canada a very different situation exists currently. 
Canadian dollars are presently at a premium, not because of a favorable trade 
balance but because of a heavy in-flow of investment capital. Canadian ex- 
change would tend to return to par by acquisition of equity stock of the foreign 
companies which have made direct investments in Canadian industry. The 
long-term advantage of this action to the Canadian economy appears obvious. 
An immediate advantage would be a lower world price for Canadian exports. 

At the present time, there is only one reason why United States equity stocks 
are at a disadvantage on the Canadian market. A 20 percent dividend tax 
credit is allowed on personal income-tax returns for dividends received from 
Canadian companies. If this credit were extended to dividends received from 
foreign companies to the extent that such dividends had been earned in Canada, 
Canadian investors would soon take over a large part of the United States invest- 
ment in Canada. This would remove the cause of considerable friction between 
the two countries and improve the Canadian economy. 

The most obvious deterrent to the granting of the above proposal by the 
Canadian Government is the 15 percent withholding tax of the United States 
Government which, since it is allowed as a deduction for the Canadian taxpayer, 
results in both loss of revenue to the Canadian Government and reduction in 
foreign currency credits earned by Canadian investment in a foreign stock. The 
United States Government should give consideration to waiving the withholding 
tax on dividends paid to foreign stockholders when such dividends have been 
earned in foreign countries. 

If the United States Government recognizes the desirability of direct invest- 
ment by American industry in foreign countries, it should be a very simple matter 
to provide some incentive for such investments. It should be recognized that 
the ultimate objective may take many years to accomplish and that in many cases 
any immediate or rapid repatriation of foreign investment capital is neither 
possible nor desirable. 

The important point to establish as early as possible is that international 
ownership of industry can provide a more rapid and efficient growth of the world 
economy than can be attained if efforts to confine such ownership within political 
boundaries are continued. 

ANTITRUST LAWS 


One of the most serious restraints placed on American private investment 
abroad is the antitrust legislation of the Sherman and Clayton Acts. These 
acts, which continue to serve a valuable purpose in the domestic American 
economy, have been increasingly criticized in recent years by American corpora- 
tion officials who regard them as a serious obstacle to the expansion of their 
operations abroad. 

It is common practice for an American corporation, upon establishing a foreign 
branch, to fix the prices to be charged in its territory and to perform other de- 
tails of operating the branch without coming into conflict with the antitrust 
laws. Where only one corporation is involved, the acts of the corporation 
officials, within the scope of their normal business duties, do not form a con- 
spiracy or combination in restraint of trade. Such a conspiracy or combination 
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requires more than one legal person. Until recently, it had been assumed that a 
corporation could operate through a subsidiary abroad with the same freedom, 
but recent court decisions indicate that this can no longer be done without 
grave risk of being held in violation of the Sherman Act, and subject to criminal 
and civil liability and to corrective injunction. 

One of the best known of these cases concerned the Timken Roller Bearing Co. 
The implication in the Timken case is that, if more than one corporate entity is 
involved, the Sherman Act applies even though there is common ownership. The 
decision in this case gives authority to the courts to hold that a parent company 
and subsidiary, entering into such arrangements as price-fixing contracts and 
agreements for division of territory, may be guilty of a conspiracy or combination 
in restraint of trade. In short, what it was not illegal for Timken to do alone 
may be illegal as a conspiracy when done by two legally separate persons. The 
doctrine now applied by the courts is that foreign subsidiaries organized by an 
American corporation are separate persons, and any arrangement between them 
and the parent company alone is an unlawful conspiracy. 

It is usual and customary for a corporation doing business abroad to organize 
separate corporations. Indeed, the laws of some countries provide that certain 
types of business may only be conducted by a national corporation. In any event, 
operation through a subsidiary often has many advantages: for example, lia- 
bility is restricted to the assets of the subsidiary company and tax advantages 
are often substantial. It is true that the antitrust laws do not make it illegal 
for an American corporation to own a subsidiary, but the mere owning of a 
subsidiary is not ordinarily sufficient. The parent company naturally expects 
to be able to assign territory, fix prices, and otherwise control the operations of 
its own enterprise. Where more than one subsidiary of the same enterprise are 
operating abroad, no good purpose would be served by requiring these companies 
to compete among themselves. 

Thus, while the United States Government fully recognizes the importance of 
promoting private investment abroad, it has permitted unnecessary legal restric- 
tions under the antitrust laws to inhibit the flow of this capital investment. 
Steps should be taken to relax the provisions of the antitrust laws which un- 
necessarily and unwisely restrict the efforts of American enterprises to establish 
foreign subsidiaries. The Attorney General should prepare and publish a com- 
prehensive summary of the current interpetation of the antitrust laws in the 
foreign field. It might also be possible for him to strengthen and encourage 
wider use of the conference and consultative facilities of the Antitrust Division. 
Perhaps most important of all, the Department of Commerce or some administra- 
tive agency, such as the Federal Trade Commission, should be empowered to au- 
thorize limited exemption from the antitrust laws for private foreign investment 
arrangements. These limited exemptions could be carefully tailored to meet the 
needs of each investment case, so that American corporations could cope with the 
particular problems in different foreign countries or in special international 
comity, trade or investment situations, and still not do violence to accepted prin- 
ciples and purposes of our antitrust laws. 


CONCLUSIONS AND RECOMMENDATIONS 


1. The Communist world, having virtually achieved its “parallel world mar- 
ket,” has begun all-out economic warfare directly against the free world economy. 
The Communist strategy seeks to harass western endeavors to integrate and 
strengthen free market economies, while simultaneously seeking to reorient 
selected underdeveloped national economies toward the expanding Communist 
bloc. By carefully manipulating its limited economic and technical assistance 
programs and its trade patterns, the Communist bloc probably hopes to again a 
stranglehold on the unstable economies of these new nations. Political domina- 
tion is likely to follow economic “blackmail” leading to the gradual contraction 
of the western capitalist economic sphere and the eventual Communist control 
of the economies of the underdeveloped countries. 

2. To meet the threat of the expanding Communist bloc economy and thwart 
Comunist penetration of underdeveloped areas, the United States must continue 
to provide various forms of economic and technical assistance to the new nations 
of Latin America, Asia, and Africa. Although grant and loan aid should con- 
tinue to be an important aspect of this assistance, the United States Government 
should make greater efforts to encourage fuller participation by American private 
enterprise in promoting economic development in the free world. Private Ameri- 
can investment abroad has a key role to play in support of the economic and 
political philosophies of the West. 
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3. If American private enterprise is to play a significant role in developing 
the free world economy, it is essential that the United States Government stimu- 
late the flow of private investment funds to foreign countries. Private capital 
will not seek investment opportunities in Asia and Africa and other crucial 
areas without stimulation, protection, and diplomatic support from the United 
States Government. 

4. Private investment, in the last analysis, can only take place in a world 
which can provide adequat? political and legal foundations for economic activity. 
The principle of contract i'nds expression in nearly every known legal system, 
national and international. The varied and universal experience of mankind 
testifies to the need for legal institutions and procedures to protect the contractual 
rights of investors. In collaboration with other nations, the United States should 
continuously seek to establish legal institutions and arrangments among nations 
which can secure a dependable and productive flow of investment and trade and, 
thus, contribute to the growth of the free world economy. 

5. The United States Government should undertake, in cooperation with the 
American business community, a thorough examination of the proposal put for- 
ward in this statement—that parent company equity stock proposal has sufficient 
merit to recommend its implementation, initially, in certain carefully selected 
countries. Bilateral treaties between the United States and the foreign govern- 
ments concerned may be necessary to implement this proposal. 

6. Those provisions of antitrust laws which unnecessarily and unwisely re- 
strict the efforts of American enterprises to establish subsidiaries abroad should 
be limited or waived. The current interpretation of antitrust laws should be 
clarified and published, and the United States Government should empower a 
Federal agency to authorize limited exemption from the antitrust laws for cor- 
porate investment arrangements abroad. 

7. Income from foreign sources should be free of United States tax to the 
extent necessary to stimulate the flow of private capital to underdeveloped areas. 
This can be accomplished in the case of corporations by the adoption of the 
principle that income from business establishments located abroad should be 
taxed only in the country where the income is earned and should therefore be 
free of United States tax. 

8. If a comparable exemption were granted to individuals, large amounts of 
potentially available venture capital could also be attracted into foreign invest- 
ment. In view of the high progressive tax rates applicable to individual or non- 
corporate investors, a scale of exemption should be given to private investors 
sufficient to stimulate their investment abroad. 

The proposals and conclusions contained in this statement may be made avail- 
able to other congressional committees concerned with stimulating a greater flow 
of private American investment abroad, 


A PROGRAM FOR INTERNATIONAL BUSINESS 


(By Richard D. Robinson, lecturer, Harvard Graduate School of Business Ad- 
ministration, and staff member, Harvard Center for Middle Eastern Studies, 
based on an inquiry into international investment conducted under the auspices 
of the division of research, Graduate School of Business Administration, 
Harvard University ) 

Part I 


WHAT BUSINESS CAN DO 


Much of the validity and relevancy of America to the contemporary world 
lies in its ability to organize men and machines in productive enterprise and 
yet maintain—and even enhance—the dignity of man in the process. Notwith- 
standing, the United States seems to have rested its case largely on mere tech- 
nical and military superiority. Now that we are effectively challenged in both 
fields, we flounder despondently. Assuming that neither the U. 8S. 8S. R. nor our- 
selves loses too much technical or military ground relative to the other, we 
stand now perhaps in a situation of power equilibrium. We must negotiate 
and act from positions of more or less equal strength. Thereforé, any political 
action program based on undisputed or assumed technical and military superior- 
ity must fail. Granted, it will be necessary to continue to commit a substantial 
share of the Nation’s resources to maintain adequate military power as the com- 
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petition shifts from one level to the next—from conventional to atomic weapons, 
from rockets and antirockets to satellite-directed missiles and antisatellite 
missiles. But the mere maintenance of equality cannot be the prime goal of 
American national policy. Equality merely provides the opportunity to move 
toward national goals, which, in the final analysis, must be global security for 
liberal values and institutions. In short, investment in military hardware may 
buy us time, but time for what? 

The point is that our foreign policy has been anchored in exposed water. We 
have profited by short-run advantage, which may have been more fancied than 
real from the start, but the time of absolute power advantage is now obviously 
running out. It is probably already gone. Meanwhile, we have largely ignored 
the enormous appeal and strength inherent in professionally managed, socially 
responsible capitalism based on voluntary employment and production for popu- 
lar consumption. Even our economic aid programs have in the main been gov- 
ernment-to-government, justified for military and political reasons, and based 
on the idea of making machines and technical skills available—not competent, 
responsible organization and management. And there has been little attempt to 
use the aid program as a lever to propel private business into foreign ventures. 

One suspects that any sermons we might preach in the nonwestern societies 
on political and economic liberalism, constitutional government, and the like, 
will be largely ineffective, as likewise will be our insistence on the creation of 
political-economic climates favorable to private business. But the liberal con- 
cept can be actively encouraged and nourished by means of international socially 
responsible business enterprise that is built solidly upon international coopera- 
tion, mutuality of interest, and enlightened management dedicated to the ulti- 
mate realization of liberal ideals. Inevitably, international economic integra- 
tion, satisfactory investment climates, and constitutional governments will fol- 
low, though in any case it may take time to demonstrate their desirability and 
efficacy. These concepts, we suggest, can be transmitted most effectively via 
socially responsible business enterprise—not by military pacts, political al- 
liances, official representation, nor yet the Voice of America. 

The purpose of our inquiry into business experience was twofold: (1) to spot 
the real obstacles blocking the development of international business ventures, 
and (2) to suggest what might be done to cut through these obstacles. In this 
latter respect the emphasis was on what we ourselves might do to improve the 
international business climate, not on what others might or might not do. Ina 
sense, the various elements of our program were tested intellectually against 
the business experience reviewed during the inquiry. ‘Were the moves we recom- 
mended really meaningful in the light of actual experience?’ we asked ourselves. 

Certainly the measures urged here are not put forward as a final, immutable 
plan. But they do suggest that a bold, new approach to the whole problem of 
world economic integration is both necessary and possible. It is also evident 
that specific measures must be considered as integral and related parts in a 
broad program for international business. It is time to let our minds range 
freely over what might be. Perhaps a good many of the schemes put forward 
here cannot now be translated into institutional reality. But surely, it is none- 
theless worthwhile to look at the far horizons and to ponder carefully the alterna- 
tives before us, now and tomorrow. We need a new vision of the future. Only 
then can we act wisely in the immediate. 


Statement of national policy 


American business—whether one refers to labor, management, education or 
capital—will not respond massively to the challenge before it, we feel, unless it 
is given reason to believe that the expenditure of the extra effort and personal 
sacrific demanded in developing foreign projects is in the highest interest of all 
concerned, including the United States of America. Right now there is no visible 
reason for businessmen to so conclude, an observation made by a number of 
executives during the course of this survey. Our national leadership seems 
preoccupied with military problems and transient political matters. Many 
United States officials appear passive to international business interests. And 
unresolved conflict and uncertainty within United States law make the very 
conduct of international business a very shady and risky proposition in the 
minds of many. The environment that we ourselves have created does not lead 
one to assume any general recognition of the thesis that it is primarily through 
responsible international business that our long-run national interests would best 
be served. One should bear in mind that business decisions are made by in- 








PRIVATE FOREIGN INVESTMENT 545 


dividuals who are not motivated exclusively, or even principally, by immediate 
protit-and-loss considerations. 

Hence, a program for international business must start with motivation 
pitched on the highest level, specifically, a statement of national policy along 
the following lines: 

“We declare as national foreign policy, taking precedence over all else, the 

encouragement of the international growth of socially responsible business in- 
stitutions and enterprises, through which, we believe, present differences among 
nations in levels of material living standards can be narrowed most rapidly 
and growth in the dignity of man most positively encouraged. We declare 
further that military alliances and devices are of a purely secondary and de- 
fensive nature, of little positive, constructive importance in man’s evolution 
toward full human stature.” 
Such an affirmation made by the President and echoed by leaders of business, 
labor, and education could electrify much of the world, and perhaps ourselves. 
Unless some dramatic move of this sort is made, other measures suggested 
here are perhaps foredoomed to failure. 

Although the initial move may be up to the political leadership, business leader- 
ship must be of a mind and in a position to respond rapidly and massively. 
Government spokesmen—almost by definition—cannot take the lead in putting 
together an effective program for international business. The first series of 
proposals is thus addressed to business. 

A number of individuals have commented that there is no such thing as Amer- 
ican “business,” that the abstraction is meaningless given the diversity of activ- 
ities and interests included in the aggregate—all the way from agri- business 
to consumer retailing, to heavy industry, to banking, to stockholder, to labor, 
to business education. But surely a powerful common interest binds all, if such 
could ever be given adequate expression and organizational form. In address- 
ing aggregates one must necessarily speak to individuals associated with repre- 
sentative institutions—the leaders if you will. In this case, those responsible for 
action are the prime movers in the larger trade and business associations, inter- 
national banking houses, certain professional and technical associations, labor 
unions, and schools of business administration. The individuals upon whom the 
burden for action falls surely know who they are. 

Assuming that a national policy statement has been made, and business leader- 
ship identified, what then? A number of steps are indicated. 


Improving international business communication 


Our investigation tends to establish the inadequacy of present channels of in- 
ternational business communication, particularly on the level of initial decision, 
that is, the decision as to whether a particular foreign situation merits company 
time, money, and effort in serious examination. The present decisionmaking 
process at this level strikes one as being exceedingly arbitrary and opportunistic, 
depending in large measure upon the chance communication of a foreign opportu- 
nity, the chance existence in management of an individual personally interested 
in international business, or the chance appearance of an attractive individual 
as the prospective foreign associate. Present efforts to publicize overseas invest- 
ment and other business opportunities fall short for three reasons: 

1. The initial information is inadequate; a complete, dependable technical 
prospectus is not readily available to management. 

2. Present communication of opportunities relies upon the written word ; seldom 
is there any verbal, personal followup. , 

3. There is no one within the target management with time and/or interest in 
exploring foreign opportunities. 

This inquiry was launched with the hypothesis that one measure effective in 
stimulating a higher level of private American investment abroad would be the 
establishment of a foreign business service, a professional corps representing— 
and financed by—the totality of American business, possibly through its larger 
associations and societies. As initially envisioned, the chief functions of this 
organization would be the training of a substantial cadre of Americans equipped 
with technical and managerial skills and area competency, the organization of 
men so trained into country or regional teams, and the maintenance of these 
teams on a permanent basis in each of the underdeveloped countries or group 
of such countries. These teams, it is suggested, might be assigned a variety 
of duties, including : 

(1) The maintenance of clearinghouses of information on all matters per- 

- taining to the countries in which they are established. 
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(2) Provision of expert consulting and reporting serices to American business, 
including the preparation of preliminary prospectuses of specific investment 
opportunitites. 

(3) Promotion of personal contact between American businessmen and foreign 
groups. 

(4) The furnishing of consulting services to foreign. governments when in- 
vited to do so. 

(5) The procurement of technical assistance from United States business, 
labor, professions, and education when requested by foreign groups. 

(6) Constant survey and assessment of investment opportunities in the area 
and communication of findings to potential investors in the United States (also 
discouragement of any investment held to be financially unwise or contrary to the 
interests of the host nation). 

(7) Communication of the methods and philosophy of modern American busi- 
ness and labor to the peoples and governments of foreign areas. 

(8) Maintenance of constant pressure on the personal level for improvement 
in investment climates. 

(9) The censure—through threat of publicity—of practices by American busi- 
ness abroad deemed to be injurious to the interests of the host country, to the 
reputation and prestige of the United States, or to the private business concept. 

(10) The investigation of securities offered for sale abroad and notification 
of American investment houses. 

At least three initial questions arise in regard to the feasibility of such an 
enterprise: 1. Would the services of the foreign business service be specific and 
unique enough to warrant its existence? 2. Would the host governments tolerate 
teams representing American business? 3. Is there any agency or institution, or 
group of such, through which such a service could be created? Investigation of 
these and other matters within the environment of American business experience 
led to some modification in the initial proposal, specifically: That the service be 
created by a group of United States banks; that the service indulge in functions 
(7) and (8) above very discreetly, quietly, and indirectly ; and that a number of 
other measures would have to be taken in concert with the organization of the 
Service before any significant impact on level of investment might be reasonably 
expected. 

As one would anticipate, reaction by American businessmen and others to the 
scheme varied widely. A number pointed out that such a generalized organ- 
ization would be of dubious value when it came to supplying specific assistance to 
individual firms, which is what is needed. One executive commented, “Such 
services and institutes tend to become generalized and perhaps their most impor- 
tant defect is the people in them simply don’t know ‘my business’ from the point 
of view of the man in a going concern.” This view was shared by a second 
executive, who said of his company’s Philippine negotiations, ‘I wonder if we 
could have done it if we talked in generalities. I am somewhat worried about 
getting anywhere with a general approach.” A similar attitude was reflected in 
a statement made by yet another executive. He could see no benefit to be 
realized by his company from a foreign business service. He added that his 
management was very internationally minded; during the course of 1957 it 
probably had at least 20 persons traveling through Latin America alone. On the 
other hand, an official of another firm, which had no foreign investment, spoke 
enthusiastically of the need for such an organization. If such were created, his 
management would probably utilize its services. The president of an organiza- 
tion engaged primarily in arranging international licenses, commented, “I * * * 
place a high value on your recommendation of creating a foreign business service, 
with the form and objectives as outlined.” 

Admittedly, there is no substitute for serious, on-the-spot analysis of invest- 
ment projects by a company’s own personnel. But company personnel often 
fail to get to the right spot for the simple reason that management never receives 
unbiased, effectively presented, detailed information on the basis of which it 
might reach a reasonable decision as to whether to invest time and money in 
serious investigation. Hence, no interest is aroused and no team dispatched. 
But if detailed prospectuses prepared by competent persons were to become 
available, together with periodic unbiased analyses of foreign economic and 
political climates, then management might have some basis on which to make a 
sound decision. As it stands, virtually no consulting firms have trained per- 
sonnel stationed permanently abroad outside of Western Europe and Latin 
America. In nearly every instance, the client company must pay the consulting 
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firm to send someone to the area of interest. So expensive does such a venture 
become that many managements hesitate unless it is fairly certain at the start 
that a given project is feasible, in which case management very often prefers to 
dispatch its own people. 

During our inquiry we examined in some detail the sources of information 
and evaluation at both levels of investment decision, i. e., the decision to investi- 
gate and the decision to invest. Although a multitude of divers informational 
agencies existed, we found, it was quite clear that none possessed all of the 
following attributes: Comprehensive geographical coverage, trained area and 
technical specialists stationed permanently abroad, uninterrupted coverage, 
politically free reporting, competent technical reporting sufficient for first level 
decision (i. e., decision to undertake serious study), orientation in the direction 
of protecting long-run international business interests, speed and access by all 
legitimate American business firms upon payment of a reasonable fee. 

Informational services provided by the larger banks likewise fail to meet 
several of these requirements. Their foreign business intelligence is gathered 
by local bankers—not trained observers or competent technical people—and is 
available only to bank clients. A few individuals believe that such activities 
are better left up to agencies of the United States Government. One executive 
commented : 

“I thoroughly disagree that private business should attempt to duplicate 
Government services that business is already supporting through very heavy 
taxation—particularly when the Government is in a much better position to 
render the service than private business could ever be. One of these areas about 
which I feel particularly strong is that of economic intelligence.” 

We would raise a threefold doubt here: (1) doubt as to the ability of 
United States Government agencies abroad to compile the type of information 
desired by United States companies (whether it be general political and eco- 
nomic intelligence or technical prospectuses adequate for first-level decisions) ; 
(2) doubt as to the possibility of divorcing officially collected and reported 
information from United States political and military policy; and (3) doubt 
as to the willingness to declassify and circulate such information. Official 
attachés are not in a position to compile certain types of information desired 
by United States firms; rarely do they have either the area or technical com- 
petency or do they remain in one place long enough to build up adequate rap- 
port with the local business, governmental, and professional communities. 
Furthermore, their routine reporting schedules rule out much valuable first- 
hand observation. Finally, precisely because they are Government officials, 
their public evaluations and opinions must jibe with official United States polit- 
ical and military policy, and the latter may not necessarily coincide with long- 
run business interests. Also, being Government officials, they cannot comment 
on controversial matters or make predictions which might upset the host gov- 
ernment or foreign public opinion—or our own bargaining position. 

In support of our general thesis that the Government cannot provide adequate 
services in this field, we quote from a recent statement prepared by one of the 
few Americans really expert in the field of African affairs: 

“(United States) Embassy and consular representation has been similarly 
small (in Africa). For one thing there has been little diplomacy to effect, 
especially in the primitive areas. For another, diplomatic transactions, like the 
commercial agreements, are often transacted in the European capitals. But 
this hardly justifies the State Department’s almost total unfitness. Only six 
Foreign Service officers have ever been specifically trained, prior to assign- 
ment, in African studies. To my knowledge none has been provided time or 
facility to study an African language. Of 176 officers serving at some 29 posts 
in Africa, less than 4 claim any knowledge of indigenous African languages. 
Only two claim knowledge of Afrikaans, the language brought to South Africa 
by the Boers. Tours are so short, generally, that they provide mere familiar- 
ization, the average officer remaining some 30 months before reassignment. 
With visa stamping and protocol keeping them tied in the capitals, many 
officers never see the outlying tribes. Our growing public interest is having 
some effect, and representation is being increased; but no pool of African 
talent commensurate with needs is being created. With the strategic impor- 
tance of Africa, and the certainty that these uncommitted peoples could hold 
the balance of power in a continuing cold war, this is inexcusable.” 

Despite the optimism of some, we do not believe that a Government office 
can represent the interests of American business in the manner called for, 
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nor can it recruit the men competent to do the job. In fact, if a foreign business 
service were organized, the United States Government should perhaps curtail 
some of its services in this field. 

At least one executive commented that any general service is out of the 
question because initially knowledge of an investment project must be kept 
from competitors. But in relatively few cases is such actually done, particularly 
in situations—which are growing in number—where the approval of a foreign 
government must be sought and obtained prior to investment, a process often 
taking many weeks. Also, the element of secrecy does not prevent company 
representatives from seeking intelligence through banking and other channels, 

The argument for a generalized business intelligence service appears very 
strong, given the two-level structure of foreign investment decisions and the 
present inability to secure rapidly, at reasonable expense, competent and suffi- 
ciently detailed information on which to base a decision to commit company 
resources to serious investigation. 

But there is a further question: Would foreign governments tolerate the 
operation of a business service of the type proposed? Would it not be con- 
demned as yet further evidence of American imperialism? Area _ specialists 
of the American universities field staff were asked to address themselves spe- 
cifically to this question. (These specialists are trained Americans who have 
been living most of the last decade within the areas on which they report. 
Their sole responsibility is to observe and report to American clients, largely 
university faculties.) Admitting many geographical blanks in coverage, one 
was nonetheless forced to conclude that such a service as suggested would 
at least be tolerated in many—if not most—of the uncommitted nations of Asia, 
Africa, and South America. AUFS specialists were also queried about the 
reception which could be anticipated were the foreign business service (1) 
to enjoy official United States governmental status, (2) operate under the 
umbrella of a recognized United States bank or groups of banks, or (3) be 
completely autonomous. From the response, it seemed quite clear that the 
advantage of a private agency over a Government one would be substantial. 

There are, nonetheless, additional objections to the creation of a new private 
agency of the scale envisioned. Some have pointed out that there is a possi- 
bility that such an organization would develop into a “monolithic leviathan 
exercising a type of pressure on (the underdeveloped) * * * countries to con- 
form to specified conditions or else suffer loss of American trade and investment 
contact.” 

It is suggested that the service should be so constituted as to make it inde- 
pendent of any one dominant interest and impossible for it to censor outright 
or blacklist any individual American business. Other persons object simply to 
the creation of yet another organizational entity. And finally, there is the 
matter of personnel. The publisher cf a leading magazine commented: 

“Of course, I believe in planning and in experts but I confess that I am in- 
clined to take a hard practical look at the recommendations of a so-called ex- 
pert. I believe that recommendations have to be put to the acid test of trial 
and error and that ideas should be tried out in a small way first.” 

Another commented that the service could perhaps be useful, provided it were 
well run. He then added, “I do, however, recognize one great difficulty, which 
is that of finding the proper personnel to really do a good job; people who have 
enough experience to be constructive and helpful in this important area.” 

By way of rebuttal to these several arguments, one might point out that the 
United States Government representation abroad, as well as United States 
chambers of commerce and other American business associations active over- 
Seas, would be an effective counterbalance to a tendency for a private agency to 
become monolithic and authoritarian. Presumably, each country team would 
operate more or less as an autonomous unit. And certainly no one would sug- 
gest that such teams have authority to censor or blacklist individual American 
firms other than through public criticism of business practices. The procure- 
ment of adequate personnel would be a difficult problem, but we suggest that to 
attempt such procurement via the United States Government, given its present 
foreign posture and organization, is out of the question. Up to a point, compe- 
tent personnel can be bought, but beyond that point they must be convinced 
that they are participating in a meaningful way in something of real importance 
and that their participation will be socially recognized. Certainly, good salaries 
would have to be paid, but not necessarily the highest, for a certain element of 
dedication must be present. 
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Those who object to the creation of an entirely new organization are not with- 
out justification. The momentum and prestige of an existing enterprise would 
be useful. But which one? Business executives themselves dismissed the Na- 
tional Association of Manufacturers and the United States Chamber of Com- 
merce as being too propaganda-ridden and “too much tarred with the rightist 
brush.” Educational institutions would presumably tend to load the service 
with scholars with little interest in furthering business interests. But a com- 
bination of the larger banks having overseas affiliates would appear to be an 
ideal umbrella, and bankers with whom we discussed this idea seemed genuinely 
interested. 

Therefore, it is urged that 5 or 6 of the large American banks! operating in- 
ternationally form jointly a subsidiary nonprofit corporation to establish and 
maintain the foreign business service, the services of which would be available 
to all comers at standard fees. The interests of the member banks would be 
furthered by the promotion of international business and, hence, demand for 
their banking services. So as to relate the service with a broader range of busi- 
ness interests, it is suggested that an advisory board be formed on which would 
sit representatives from all of the larger business and professional associations, 
labor organizations, school of business, and interested governments. 


The rcmoval of personal objections to investment 


Related to, but distinct from, the problem of inadequate channels of business 
communication is the massive prejudice and bias which shows through when one 
examines foreign investment decisions. Obviously, such irrationality (in the 
economic-business context) cannot be removed completely—indeed, its total elim- 
ination may not be desirable. Executives must also act within a social-political 
context. However, various steps do suggest themselves which might minimize 
the generalized and unverified fear of foreign ventures now prevailing in the 
minds of many executives. We suggest that the availability of independent, 
American, business-oriented observers and analysts abroad would contribute sub- 
stantially. So likewise would the organization of overseas American business 
communities to provide certain basic facilities, such as elementary schools for 
American children, certain entertainment facilities, language training, and courses 
in local history and custom. Whether a chamber of commerce affiliated with the 
United States Chamber be set up or a purely local group formalized, such organi- 
zation could provide a number of services which would make adjustment to a 
foreign environment somewhat easier for individual businessmen. Membership 
should probably be open to local and other foreign nationals as well as Americans, 
thereby avoiding the political and psychological repercussions of the overseas post 
exchange and “for Americans only” military clubs and theaters. These personal 
aspects of business decisions must not be overlooked. 

Spokesmen for United States chambers could also make known to appropriate 
United States Government authorities their views on official policy, thereby mak- 
ing it unnecessary for the foreign business service to become embroiled. Such 
chambers, along with official representatives, might also act informally to check 
arbitrary and irresponsible action by the service. 

It is therefore urged that the United States Chamber of Commerce or similar 
associations take the initiative in sponsoring the organization of formal Ameri- 
can business groups abroad, one function of which would be to service the social, 
educational, intellectual, and recreational needs of the local American com- 
munity. 


Minimizing the personnel problem 


The problem of adequately manning international divisions and subsidiaries, 
we found, is one bothering a number of managements—and for reason. And yet 
there appears to be among younger men a large body of interest in participating 
in the development and operation of foreign business ventures. It is quite 
apparent that supply and demand in this area have only minimal impact on one 
another for the simple reason that market knowledge is inadequate. In the 
first place, the schools of business administration have not really begun to train 
men specifically for careers in international business. (One might add that in- 
ternational business cannot be equated with the mechanics of foreign trade.) 
Secondly, young men with active interest in pursuing careers in international 
business find it difficult to move deliberately in that direction. Other than a 


1 Possible candidates: First National of Boston, National City Bank of New York, Chase 
Manhattan, Guaranty Trust of New York, the Bank of America. 
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few of the very largest corporations and in a few other special situations, spe- 
cialists in international business appear by accident, seldom by reason of careful 
training and design. It is therefore suggested that United States headquarters 
of the foreign busiuess service maintain a roster of individuals seeking posi- 
tions in the field of international business. At the same time schools of business 
administration should offer specialization in the international field on a par with 
finance, marketing, production, labor relations, etc. More will be said of this 
subject in the following chapter, which deals exclusively with the role of 
education. 


Exploring new sources of financing for fureign ventures 

One of the major blocks to a higber level of private American investment abroad 
is the nonavailability of adequate investment funds, whether in dollars or local 
currencies. To a limited extent the World Bank, the Export-Import Bank, the 
International Finance Corporation, and the Overseas Development Fund fill the 
vacuum, but their resources are limited, and in each case, judgment is passed on 
the social worthwhileness of a venture, which is not a function of a true banking 
institution. Assuming that foreign business associates are involved and/or a 
foreign government support is enlisted in respect to a given project, by what 
right or claim to superior wisdom do these institutions pass further judgment 
even on the nonbusiness aspect of the project? And it is demonstrated in: subse- 
quent chapters that political factors not infrequently enter into these decisions. 
In any event, additional funds are and will continue to be needed. Four major 
and as yet untapped sources suggest themselves: The labor pension funds, insur- 
ance companies, investment companies, and local overseas investment in the 
parent company. Legal and political difficulties now stand in the way of exploit- 
ing the first two sources of funds for overseas investment, and a tax problem 
discourages the investment trusts. This last is treated in later comment on tax 
incentives. 

In respect to the use of labor pension and insurance funds it is urged that 
serious thought be given by the larger insurance companies and labor groups as 
to how and under what conditions the investment of their funds in overseas 
ventures would be feasible and appropriate. A logical approach would perhaps 
be the formation of special committees by the Insurance Institute of America and 
by the AFL-CIO to study the matter and make recommendations. 

But one thought suggests itself. 

It is possible that a group of United States banks with foreign subsidiaries 
and branches might set up a joint venture—say an overseas development corpora- 
tion—to recruit labor pension and insurance funds specifically for foreign ven- 
tures, such foreign investment to be underwritten by a United States Government 
guaranty so as to satisfy the rigorous legal requirements governing the use of 
these funds. Management contracts might be negotiated with American firms in 
respect to specific enterprises undertaken. Services thus rendered could be par- 
tially or wholly capitalized by making payment for them in the form of equity 
in the foreign undertaking. The contracting firms might also participate finan- 
cially if they so desired. Simultaneous development of complementary projects 
in a given area might likewise be encouraged by the corporation so as to circum- 
vent at least in part the difficulties arising out of the lack of ancillary industry in 
some of the smaller, lesser developed nations. On where the market is too small 
to support economically more than a single enterprise in a given industry, several 
members of the same industry in the United States might be invited to participate. 
Such a cooperative venture would be legally possible if the antitrust laws were 
changed as suggested in part three. And tax incentives would certainly help to 
make activity of this sort very much more attractive than would presently be 
the case. 

We turn now to the fourth source of capital suggested ; namely, the investment 
by foreign nationals in parent United States concerns. 

Mr. R. K. Evans, a former vice president of the General Motors Corp., has 
made a most valuable contribution by suggesting a novel device for not only 
providing American companies with added funds for overseas ventures, but 
also for vastly accelerating world economic integration and balance. He writes: 

“If we are to succeed in our efforts to attain a better balance in world economy 
and standards of living for all people, which is almost our only defense against 
the spread of communism, we must find a way for all debtor nations to pay 
their debts, to acquire ownership participation in international trade and 
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industry in accordance with their participation in same, and to enjoy the 
profits therefrom.” ? 


He goes on to point out that the organization of foreign subsidiaries with a 
degree of local ownership is not a real solution because “it introduces the problem 
of ‘minority stockholders’ whose rights must always be considered and which 
almost inevitably results to reduce flexibility of operation.”* He concludes 
that the simple solution is “worldwide” ownership of parent companies in indus- 
try or trade by citizens of all countries in the approximate proportion that each 
nation contributes to the profits of production or distribution. He anticipates 
that “the result would be that profits produced in any nation would substantially 
remain in or return to that nation.” An additional effect would be to lessen 
the effect of local economie cycles. Evans adds, “Worldwide monopolies or 
cartels are no part of this plan, as there should be as many strongly competitive 
units in any industry as the market can support.” He observes that there is 
“a small degree of investment along these lines today, but it is hampered in many 
eases and in no measure encouraged by international politics.’* One of the 
first steps to make possible such an arrangement would be agreement among 
participating nations “that profits generated within any country may be dis- 
tributed to stockholders who are nationals of that country without withholding 
taxes of any kind or amount by any other nation and with no higher taxes 
than are applicable to a domestic company.”*® (Further mention of the tax 
problem appears in pt. 3.) 

Evans suggests a possible method of distributing equity stocks in foreign 
countries : 

“A United States company operating in a foreign country wishes to have 
local stockholders but does not wish to distribute capital stock of its subsidiary. 
It could establish a holding company in that country, the assets of which are 
shares of the parent company. Issue shares of the holding companies in return 
for local currency and have future dividends payable in local currency. The 
holding company would be able to negotiate on behalf of all its stockholders with 
the foreign exchange control authorities and could, when advantageous to do 
so, withhold local dividends in order to acquire more company stock.” 


He goes on to explain that the World Bank (the International Finance Corpora- 
tion might be more likely) could provide local currency loans in exchange for 
parent company stock, “such loans to be liquidated by distribution of the holding 
company stock.” He adds that the stock of the holding company might from 
time to time be distributed to employees as supplemental compensation and to 
employee insurance and pension funds.° 

It is urged that this approach to the financing and ownership of foreign ven- 
tures be explored and publicized by such groups as the National Planning Asso- 
ciation, Committee for Economic Development, American Management Associa- 
tion, the United States Chamber of Commerce, and similar organizations. This 
approach is not unrelated to the concept of the international corporation pre- 
sented in part 3. 
Minimizing conflict of interest 

There seems to be substantial awareness among American executives of the 
possibility of conflict of interest arising among an American investor, his foreign 
associate, and the host government. Indeed some have claimed that the conflict 
of interest is so great as to render impossible any program of profit-seeking inter- 
national investment constructed upon any real and lasting mutuality of interest. 
One economist and theologian, seeing a moral issue at stake, has written: 

“The trouble is, however, that the suggested transference (of United States 
wealth to the poorer nations), while simple in logic, is not practicable on the 
gigantic scale required in any shorter period of time. For to become feasible, 
this would require a policy decision of the people of the United States and their 
Government. It must be remembered that such a transaction would not be in 
the nature of an investment for profit to be received from abroad and thus enrich 
the United States. The current profit, if any, wéuld have to be added to the 
investment year by year, or in other words, the title to the investment would have 


2 R. K. Evans, For Peace’s Sake, Let the World Have Free Enterprise (typed manuscript), 
p. 5. 

® Ibid., p. 6. 

* Ibid., p. 7. 

5 Thid., p. 8. 

® Ibid., pp. 13-14. 
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to be given up in substance if not in form. This is not easily imaginable.” ‘ 
[Italics added. ] 


Theologian Reinhold Neibuhr agrees that a moral issue arises out of claiming 
profits from investment that would increase American wealth and the disparity 
between that wealth and “the world’s poverty.” He agrees upon the resolution— 
investment with passage of title. (He does not specify when title should pass. ) 
He then adds: 

“It (the above solution) requires a rigorous re-education of our culture so that 
the national will réalize that our “generosity” is not really generosity but a part 
of a plan of prudent self-interest. Unfortunately, nations, as such, cannot be 
persuaded to be purely self-sacrificing. Their highest achievement is to find the 
point of concurrence between their own interest and the general interest.” 

We would make the point that an investment in country Y may produce a much 
greater impact on production in country Y than the dividends paid to the Amer- 
ican investors. In other words, a transferral of wealth may well produce greater 
impact on the total product of the recipient country than on that of the United 
States. There are at least three good reasons: 

1. The investment of dollar or other hard-currency machines makes it possible 
for an underdeveloped country to utilize its own resources and manpower more 
efficiently. If one-third of an investment were in dollar machines and two-thirds 
in local resources and manpower, then two-thirds of the financial return would 
go to local investors and one-third to foreign. 

2. In addition, the total return to the host country includes payrolls and the 
value added to goods manufactured or processed. 

83. Investment often includes the investment of technical and managerial effort 
and skills, the monetization of which is difficult and necessarily arbitrary. One 
suspects that such effect and skills are generally grossly undervalued in the 
underdeveloped nations, if these skills be measured against their full impact on 
national product. 


Although one can thus argue against the point of view expressed by the two 
theologians, nonetheless they do point up a fundamental conflict of interest which 
merits sober reflection. Indeed, many areas of possible conflict were indicated 
during the course of our inquiry, specitically : 

1. Continuing payment of dollar fees and/or dividends for services already 
rendered or for a capital investment made many years in the past.’ 

2. The pricing of parts and materials supplied a foreign subsidiary by its 
American parent or associated firm. 

3. The nonpayment of dividends by a jointly owned foreign subsidiary for a 
number of years during its development period. 

4. Inclination by a parent American company to Maximize export sales and 
minimize local manufacturing. 

5. Development of raw materials for sale abroad, perhaps to the parent com- 
pany, as against local demand for the same materials. 

6. The size of royalties, technical assistance fees, and management fees 
demanded by an American firm. 

7. The level of profits deemed necessary by an American firm on an over- 
seas venture as against the need by many nations to hold dollar premiums to a 
minimum. 

8. The evaluation of used equipment, technical and promotional services, 
patents, trademarks, designs and blueprints, and managerial assistance when 
such contributions are to form part of the capital in a foreign enterprise. 

As pointed out in the inquiry, there seems to be too little awareness among 
American managements of the relationship of their respective products and in- 
dustries to national economic development as planned and promoted by foreign 
governments and societies. The characteristic of product essentiality in this 
regard is of prime importance. Some products, given the limited resources 
of some nations, should perhaps not be promoted at all. It should come as a 

7 


* Edward Heiman, The Economy of Abundance, An Ethical Problem (Social Action, vol. 
XXITI, No. 5, January 1957), p. 10. 

§ Ibid., p. 12 

* Note the 20-year limitation on the guaranty against expropriation of industrial enter- 
prises and the 30-year limitation in the case of plantations stipulated in Indonesia’s 1958 
law on foreign investment. The implication is that after the 20- or 30-year period, alien- 
held investment should be subject to nationalization... The Indian Government seems to 
have used a similar time limitation in agreements with certain foreign investors and, sig- 
nificantly, the Indian Government was not willing to participate in the ICA investment 
guaranties program in respect to expropriation, only nonconvertibility of profits. 
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surprise to no one when such products and industries are discriminated against. 
Therefore, avoidance of conflict of interest must start with a genuine endeavor 
to find a mutuality of interest among the United States firm, its foreign asso- 
ciate or subsidiary, and the host government. 

There is a very real problem inherent in international investment upon which 
few have commented. It is posed by this question: How long is one justified 
in receiving income on an investment made across an international frontier? 
Assume that the investment is made by an individual American who pur- 
chases stock of a firm in an underdeveloped country. Assume that the indi- 
vidual does nothing by way of servicing that investment with managerial or 
technical assistance and that his net return before United States taxes is 
between 20 and 30 percent. He reinvests none or very little of his pro- 
ceeds in the country of origin. How many years is he justified in receiving 
that return? The point is that he is taking earnings out of one economy and 
investing in another. His initial unserviced capital is worth something, but 
surely not 20 or 30 percent for the next century. Because of the present disin- 
clination of capital and enterpreneurship to move across frontiers one cannot 
count on the balancing effect of new competition. And what level of return— 
and duration of return—is one justified in expecting from an unserviced license? 
Or, how long is a 5-percent promoter justified in getting his 5 percent? Where 
technical assistance, continuing research, and managerial assistance is involved, 
the problem is somewhat different. 

The point is that a body of principles and common law should be de- 
veloped by the proposed Court of International Business Law (see below), 
on the basis of which international business contracts may be renegotiated in 
an orderly fashion. There must be general recognition that property rights 
may be modified under certain conditions, even to the point of extinction. At 
the moment, renegotiation seldom takes place until a crisis situation develops, 
and then political and emotional overtones make a mutually satisfactory and 
peaceful resolution difficult. The Suez Canal dispute is perhaps a case in point. 

Many of these possible conflicts in interest either would be reduced substan- 
tially or eliminated altogether if the foreign associates of an American company 
were stockholders in the parent company and not merely in the local subsidiary. 
Would not such an ownership structure vitiate much of the oil conflict in the 
Middle East? *° 

The Foreign Business Service could also play an important role in minimizing 
conflict of interest by constantly pointing out to American investors the necessity 
for developing long-run mutuality of interest with their foreign associates and 
host governments and by defining such mutuality within the context of specific 
projects. When a particular demand or practice of an American firm appears 
contrary to the interest of the host society and damaging to the prestige of 
international business generally, the Service should have the authority and 
responsibility to express publicly its opinion of the specific act or attitude in 
question. The threat of such publicity would surely have a deterring effect on 
the international carpetbaggers, the quick-buck boys, and the predatory capital- 
ists—the lunatic fringe of international business. 

In short, international business must be made a highly reputable enterprise, 
one in which foreign groups and governments can have some degree of confidence. 
Foreign business and governments need protection against unfair business prac- 
tices fully as much as the American businessman requires protection against 
arbitrary breach of contract. In the absence of such two-way protection we 
have suspicion and hostility on the one hand and uncertainty and noninvestment 
on the other. 

Vinimizing risk of breach of contract 

Our research has indicated that fear of such specific risks as expropriation, 
nonconvertibility, war loss, etc., are not nearly as important as the more general 
fear of unilateral breach of contract, whether that contract be in the form of 
articles of incorporation, government guaranty, or purchase agreement. Most 
American executives operating abroad appear to accept at face value the specific, 
written guaranties offered by foreign governments in respect to expropriation, 
convertibility, and tax treatment. One further observation: It seems generally 
true that large-scale private enterprise arises only where confidence exists in the 


“” Reports of recent negotiations suggest that Saudi Arabia is requesting of the Arabian- 
American Oil Co. participation in operations and profits all the way to the consumer in an 
integrated company. (New York Times, October 15, 1958.) 
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effectiveness and continuity of commercial law. (The development of valuable 
natural resources would be the largest exception to this generalization.) It is 
therefore urged that there be created an International Court of Business Law, 
an international agency for the registration of contracts involving persons or 
bodies of different or mixed nationality and for arbitration in case of alleged 
breach of contract. By so registering a contract, the parties would waive their 
respective rights to seek redress before national courts or arbitration boards. 
Also the principle of unilateral irrevocability would have to be reorganized. It is 
suggested that the United States Chamber of Commerce and/or the National 
Foreign Trade Council might be the appropriate agency to assume the initiative 
in such a project. 

Alone, a court of this sort might be largely ineffective; there would be no 
way of enforcing its decrees. Given the structure of modern international 
political relations, it is probably unrealistic to talk of enforcing decisions ren- 
dered by international bodies. Nations will permit enforcement only when 
realized national interests are supported thereby.“ And wide diversity of pro- 
cedural law introduces the need for massive legal renovation.” But enforcement 
might be achieved through the creation of a much broader area of common interest 
than now exists. Common participation in an insurance scheme might accomplish 
precisely that. Such a scheme would also effectively bypass national legal or 
judicial requirements and procedures. 

It is therefore suggested that there be established an International Business 
Insurance Corporation, shares of which would be purchased by the nationals 
and/or governments of nations desiring to participate. Ideally, it would be 
chartered as an international corporation, the mechanism for which is suggested 
in part 3. Participation might increase in proportion to the net influx of foreign 
capital and level of trade, capitalization of the Corporation to increase in some 
sort of relationship with increase in the international movement of goods and 
capital. The Corporation might operate through subsidiaries in each member 
state, shares in which to be purchased by local business firms and trade associa- 
tions, as well as governments. Government participation might rest on an agree- 
ment that the local government would take up all stock in the subsidiary not pur- 
chased privately. Dividends would presumably be paid in local currency out of 
subsidiary earnings. For the payment of an annual premium, private invest- 
ment in tangibles (whether in trade or a long-term enterprise) moving across a 
frontier between two member states could be covered by a business “insurance” 
policy against loss arising out of unilateral breach of contract, the fact of such 
breach and extent of damages to be affixed by the International Court of Busi- 
ness Law. Any claims arising would be paid by the national subsidiary in the 
country in which the breach had occurred, with the international parent being 
liable only if the reserves of the local subsidiary were inadequate or not made 
available to the injured party. A policy might be secured by a firm desiring 
coverage from the subsidiary in the country receiving the investment or import- 
ing the goods or services involved. The international parent would no doubt pre- 
scribe the regulations regarding subsidiary reserves and investment of same. A 
requirement that at least one-third of a subsidiary’s reserves be placed at the dis- 
posal of the international company for investment outside the country in which 
the subsidiary is located might be very desirable in that such requirement would 


It is for this reason that the effectiveness of the international convention approach is 
open to valid doubt, even though it include an international court with appropriate jurisdic- 
tion and authority to appeal for official sanctions in event of nonobservance of a decision. 
The most thoughtful proposal of this nature is the International Convention for the Mutual 
Protection of Private Property Rights in Foreign Countries proposed in 1957 by the Gesell- 
schaft zur Férderunge des Schutzes von Auslandsinvestitionen e. V. Kéln (Society To 
Advance the Protection of Foreign Investments, Cologne). Although such a convention 
would perhaps be useful in conjunction with the International Court of Business Law and 
the International Business Insurance Co. which we propose here, it is difficult to see how 
a mere convention would prevent unilateral breach of business contract or arbitrary legis- 
lative or executive act. Many of the breaches which individual businessmen fear ere much 
too small to bring about international economic sanctions of the type suggested by the 
German group. Also, because the German proposal assumes that the high contracting 
parties would be governments, there is real reason to fear that the arbitration machinery 
and the system of sanctions urged in the proposal would be much influenced by international 
political pressures. It is for these reasons that an International Court of Business Law 
without any power to appeal for official sanctions, plus a semiprivate International Busi- 
ness Insurance Corporation, seems a more realistic and fruitful approach. This structure 
does not rest upon the political whims of nations of the moment as does the convention 
approach. 

For example, see the Official Report of the United States Delegation to the United 
Nations Conference on International Commercial Arbitration (August 15, 1958). 
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have the effect of furthering economic integration and establishing in more con- 
crete terms mutuality of interests. 

Unlike the ICA investment guaranties program, the International Business 
Insurance Corporation would issue policies covering any type of legitimate, in- 
ternational business relationship involving movement or commitment of com- 
modities, capital, or personnel, not merely direct investment. A United States ex- 
port firm might take out a policy for a definite amount in a given country against 
unilateral and unwarranted breach of purchase agreements. Naturally, injury 
would have to be established if there were disagreement between claimant and 
the IBIC subsidiary. Each policy might be divided into two parts, that calling 
for premiums and claims in local currency and that calling for premiums and 
claims in a foreign currency. It would be up to the firm to determine what 
proportion it wished of each. Policies would represent maximum coverage, the 
extent of actual injury and valid claim to be agreed upon by the claimant and 
the IBIC subsidiary or, failing agreement, by the International Court of Business 
Law. For a number of reasons, then, what is suggested here is substantially dif- 
ferent from the ICA investment guaranties program. 

Under such a system, a government would still be free to act arbitrarily, 
if it so desires. For example, it might still expropriate (socialize) or national- 
ize an industry or a given firm. (Unlike an insured interest under the present 
ICA investment guaranties program, the claim would not then be assigned to 
the United States Government and, hence, become political in nature.) But, 
unless the International Court of Business Law held such a move to be justified 
(equitable), the local subsidiary of the International Business Insurance Cor- 
poration would become liable to pay compensation to the owners for the value 
of the business up to the amount of the policy held. If the funds available 
to the subsidiary were inadequate, or not made available, the international parent 
would then become liable. In the latter case (i. e., refusal to make funds 
available for payment of claims), the international parent might be author- 
ized to retain the capital it had invested on behalf of the local subsidiary, plus 
all income from such capital. 

These details are put forward very tentatively; substantial change may well 
be required. The sole purpose of detailing-the structure is to.show how mutual- 
ity of interests might be created to the extent that unilateral breach of an in- 
sured business contract could become a very costly act to the entire business 
community to which those committing the breach belong. And yet such an 
arrangement would impinge not at all on national sovereignty, nor would it 
depend for enforcement upon mere treaties or agreements. Finally, it has the 
further effect of generating funds for investment. 

Two substantial objections remain: (1) Premiums could not be calculated 
on any acturial basis and (2) policies issued for specified amounts would be of 
little use because of rapid inflation in so many areas of the world and chang- 
ing exchange rates. To answer the first objection: It would probably be neces- 
sary to start with some arbitrary premium—as has the ICA investment guaran- 
ties program—and readjust it at some later date if such seems called for in 
the light of experience. Also, behind each national subsidiary of the Inter- 
national Business Insurance Corporation would probably have to stand a gov- 
ernment guaranty. As to the second objection: Surely it is a responsibility 
of the individual management to increase coverage as it deems such to be 
desirable and necessary. There would be no limit on the extent of coverage, 
for claims would be paid only on the basis of agreed injury or the findings of the 
International Court of Business Law. 


Providing for ancillary industry 


The inadequacy of ancillary industries in many parts of the world consti- 
tutes a very real deterrent to investment. Notwithstanding, individual man- 
agements already seriously interested in foreign investment have, in a num- 
ber of instances, seized the initiative in promoting the development of ancillary 
industry and in assisting such industry, both financially and technically. 

Such development and encouragement would be very much easier if there 
were individuals on the ground at all times attempting to bring about combina- 
tions of foreign investors and local entrepreneurs and craftsmen which might 
generate the activity desired, say a modern foundry. The potentiality of even 
a limited national market may be substantially more than is realized, provided 
there are individuals charged with the responsibility of seeking out existing 
industrial enterprise—often very gmalli—and making known their potential to 
the would-be foreign investor. An agency to effect such arrangements might 
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well be the Foreign Business Service. If a tractor enterprise in country X 
needed a local source of paint or gaskets, the Service would have knowledge 
of possible suppliers and ideas as to the technical and financial assistance 
required. And if a modern foundry seemed a major obstacle to investment 
by several firms, Service representatives might make an effort to bring together 
those possibly willing to participate in a joint foundry enterprise. Enterprises 
such as this would require substantial local knowledge, as well as personal 
interest and initiative. 

On a more superficial level, the Service would be in a position to deliver 
quickly initial information re local sources, such as the availability of milk 
to a firm considering a dehydrated milk plant. Published statistics are often 
not available, or, even if they were, may be largely meaningless. Availability 
of milk might depend upon the willingness of producers to contract for delivery. 
The transport problem also enters the picture. For an American firm to 
ascertain the technical feasibility of such a project may be exceedingly difficult 
short of actually dispatching one of its own people to the field, a move which 
can be so expensive and inconvenient as to discourage serious consideration 
of the project at all. 

A professionally trained and permanent agency representing American business 
in a foreign area would also be in an excellent position to suggest combinations 
of United States companies—and others—which, if acting in concert, would 
have the effect of complementing or enforcing one another, thereby making 
the operation of each economically and technically feasible. But such a program 
could become workable for United States firms only if our antitrust law were 
changed along the lines suggested in part 3. 

One device through which such a relationship among various enterprises might 
be established is the private development bank or corporation such as that 
recently reported in respect to Iran. In this case the Lazard Freres & Co. and 
the Chase International Corp. have indicated interest in establishing a financial 
institution in Iran to promote industrial development. There would appear two 
major differences between the proposed Iranian institution and industrial develop- 
ment banks in Turkey and elsewhere.” First, the Iranian institution is to be or- 
ganized exclusively by private interests. Second, the institution will include 
substantially more equity investment from western HWuropean and American 
business financial concerns.” Another approach is via the special investment- 
promotional company, such as the International Basic Economy Corp. or the 
Deltece Corp. Still another approach, that of the investment-management com- 
pany owned jointly by a group of banks and which might tap pension and insurance 
funds, has already been suggested. 


Eliminating company organizational problems , 

Our inquiry uncovered all too little management awareness of intracompany 
political obstacles blocking foreign projects. Amidst the many words delivered 
about the deficiencies of the economic-social-political climates abroad and how an 
individual company itself might organize effectively for the development of a 
truly international business. 

The relationship between the international division or subsidiary bolding com- 
pany and the operating divisions of the parent company is often a point of con- 
siderable conflict. The international group, unless special production and 
administrative personnel are assigned to it by the parent, necessarily calls upon 
the parent operating divisions for persons to develop and man a foreign enterprise, 
at least at the start. Unless an operating division derives some real benefit from 
such foreign activity, its management is understandably loath to free personnel. 
And a foreign venture in most instances requires high-level individuals, for the 
competency and responsibility involved are considerable. A way to avoid conflict 
is the establishment of interdepartmental or intercompany credits, by which the 
operating division profits from participation in a foreign venture. 

Another major obstacle to the development of foreign manufacturing or other 
productive enterprise, we have found, often lies in the absence of any person 
within the top management group sufficiently interested and knowledgeable to 
argue the case for foreign investment. One is struck by the probable truism 
that no management can make a really objectively reasoned decision re foreign 
investment projects unless it has within it an effective protagonist for such 


1 See William Diamond, Development Banks (Baltimore, Johns Hopkins Press, 1957). 
14 As reported in the New York Times, January 23, 1958. 
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projects at top management level—which means someone emotionally committed 
to international business and of high enough rank to be heard. In the realiza- 
tion of this fact, a few managements have deliberately hired international busi- 
ness specialists to debate the affirmative side of selected foreign projects. Other- 
wise, natural bias and lack of interest—or time—may cause foreign projects to 
be dismissed out of hand; they are not really measured fairly against alternative 
domestic projects. Truly enlightened and progressively minded management 
employ such international business specialists or direct one of their members to 
study the subject, meanwhile freeing him from other obligations. 

Because most foreign projects probably require substantially more time and 
effort in their preparation and presentation than comparable domestic projects, 
a development or research section charged with the responsibility for both foreign 
and domestic projects is very likely to reject the former without going very 
deeply into them. To give maximum assurance of equal treatment, the working 
up of foreign projects should probably be made organizationally distinct from 
the domestic. Foreign projects should not be merely one more responsibility 
loaded on the back of an already overworked domestic staff. If such be the case, 
it is a rare foreign project which is given full attention and forwarded to top 
management with a positive recommendation. 

The other extreme is the management which delegates to no one the responsi- 
bility to receive and study foreign proposals calling for overseas production. 
The upshot is that proposals are shunted from one executive to another. Rarely 
does action ensue; no one has the time to give them the attention demanded— 
unless the proposal happens to cross the desk of an executive wtih a strong per- 
sonal interest either in international business generally or in the particular 
country involved. Some one person or office should be given the responsibility and 
authority for the decision as to whether specific foreign proposals should be 
investigated seriously or not. 

Although it is quite apparent that the interests of an export division and of a 
foreign manufacturing enterprise may easily conflict, many managements lump 
the development of exports and of foreign investment projects together in one 
division, which may well be headed by a man who made his name in export. 
Because exports far overshadow foreign production—at least historically—it is 
quite frequently true that such a group is export oriented and is disinclined to 
consider seriously proposals to produce overseas. Therefore, a management 
which desires that proposals for foreign production be given serious thought and 
study is probably ill advised simply to toss this responsibility to its export 
division or subsidiary. 

In this connection, it is worthwhile to note that management should not use 
the level of its export sales as an unchallenged guide to measure when and 
where it should consider overseas manufacture. Not infrequently, we have 
found, it is precisely those firms with little or no export business that might 
have the most to gain from some variety of foreign production. And to insulate 
oneself entirely from direct contact with foreign markets by selling through 
an independent export house is often unwise. The interest of the firm and of 
the exporter may not coincide. Seldom would the latter urge foreign manu- 
facture. 

Inasmuch as many—if not most—foreign investment projects are suggested 
intially by a company’s foreign agents or distributors, anything acting to block 
such suggestions constitutes a serious obstacle to investment. Managements 
must realize that it can be very much against the personal interests of their 
foreign representatives to have their principles go into local production. If a 
management desires that its foreign representatives report frankly about the 
future of export sales and the feasibility of local production abroad, some 
assurance must be offered that the latter alternative does not mean that the 
representatives would be cut out of the business once local production starts. 
The foreign representative might continue to act as distributer. He might be- 
come a partner in the enterprise. He might be named to some suitable position 
within the enterprise. But, unless such an arrangement is announced ahead 
of time as company policy, it cannot be effective in producing frank opinion 
us to how business can be conducted best in a particular area. 

In these several ways, then, a management may do much to assure that, 
on a worldwide level, its efforts and resources are directed into the most re- 
warding ventures. Otherwise decisions cannot be wholly rational from the 
point of view of maximizing return. 
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Solving the problem of product and process infleribility 

Few managements seem to be aware that quality, product design, and pro- 
duction methods are relative; there is no universal right or wrong. A lower 
quality product (by United States standards) may be of higher quality else- 
where where market conditions differ. That is, the product will last longer 
aml do the job demanded of it more effectively. The cultural impact on product 
design may be an enormous one. What is most appropriate in one place may 
not be in another. And, finally, the most efficient assembly line in the United 
States may fail to function at all, say, in India. 

Few international divisions or subsidiary international holding companies 
seem to have their own technical or production staffs. What technical help or 
evaluation that is needed in analyzing or developing foreign projects is recruited 
from the operating divisions of the parent company. Such persons are almost 
invariably domestically oriented and preoccupied with their own technical and 
production problems. There is, therefore, an apparent inclination to evaluate 
or plan a foreign project on the American pattern, without much concern for 
environmental differences. To redesign a product or to change methods of pro- 
duction requires (1) times, (2) peculiar knowledge of the foreign area, and (3) 
personal interest in the problem. Use of a hand sprayer and a tent in a pro- 
duction line might embarrass a production engineer in the United States and be 
highly uneconomic—but in Chile it might be very appropriate. 

Therefore, it is recommended that managements assign, on a permanent basis, 
competent technical and production men to their respective international divi- 
sions or companies. 

Another attack on this same problem is the utilization of industrial labora- 
tories which have been established overseas by American groups, such as the 
Stanford Research Institute, the Battelle Memorial Institute, and others. These 
organizations are technically and culturally equipped to redesign products and 
processes to fit particular foreign environments. Because such facilities are not 
now available in large areas of the world, .the foreign business service might 
well undertake the promotion of such activity. One project which suggests 
itself in a developing Asiatic country, for instance, would be a technical study 
of the rural village community, a study designed to accomplish two things: 
(1) determination of the felt needs ef the people in terms of material goods 
and commercial services, and (2) the design of appropriate machines, materials, 
and services which might be produced locally to satisfy these needs. For in- 
stance, roofing is a very real problem in the Turkish village. One suspects that 
a staggering opportunity awaits the firm that first markets in Turkey a light- 
weight, durable, tough, easily installed, and relatively cheap village roofing. 
But the exact technical specifications would have to be worked out in represent- 
ative villages in Turkey. Few, if any, American managements are that in- 
terested. 

SUMMARY 


Assuming that a statement of national policy has been made by our top 
political leaders—a statement seconded strongly by spokesmen for business, 
labor, and education—then the leaders and collective institutions of private 
enterprise might well assume the initiative in instituting the following or 
similar measures: 

1. To improve international business communication, the organization of a 
foreign business service, possibly as a joint undertaking by a group of the larger 
banks. 

2. To minimize personal objections to foreign investment, the organization of 
United States business associations abroad, one function of which would be to 
service the local American business community in terms of school facilities and 
to provide other social and cultural needs. 

3. To ease the problem of manning international divisions and overseas ven- 
tures, the establishment of rosters of individuals seeking careers in the field of 
international business. 

4. To provide new sources of financing for foreign ventures, the use of 
labor pension and insurance funds, possibly via a jointly owned subsidiary of 
several banks, also the encouragement of investment by foreign nationals in 
parent American firms rather than in local subsidiaries. 

5. To minimize injurious conflict of interest between American investor and 
local foreign associates, the establishment of an International Court of Business 
Law. 
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6. To minimize the risk of unilateral breach of unilateral contract, the estab- 
lishment of the International Business Insurance Corp. 

7. To provide ancillary industries and local sources of industrial materials, 
the development of technical and financial assistance to local industry and the 
promotion of organization of simultaneous investment in a single area by com- 
plementary American companies. 

8. To facilitate the study and promotion of foreign investment projects, the 
development of adequate company organization. 

9. To direct attention to the changes in product and processes required by 
foreign environments, encouragement of companies to employ technicians trained 
in this field and/or utilize the facilities of industrial laboratories operating 
abroad, the organization of which might be promoted by the foreign business 
service. 

On the basis of American business experience studied during our inquiry, it 
seems clear that, if such measures as these were instituted, the level of private 
American investment flowing into the underdeveloped areas might be increased 
substantially and investment already committed in overseas ventures much 
better protected from arbitrary act. Given such conditions, international busi- 
ness is less likely to generate political controversy. 

The United States Government seems to be perfectly justified in waiting until 
American business itself seizes the initiative in developing and implementing a 
program along the lines suggested before legislating tax and other incentives. 
But a program demands people, and it is painfully clear that the United States 
presently lacks enough men who are both knowledgeable of foreign environments 
and interested in pursuing careers in international business. One reason for 
the shortage is the difficulty of plotting a career in the international business 
field. Equally important is the inadequacy of present educational facilities. 


Part II 


WHAT EDUCATION CAN DO 


Unless competent individuals are available to man a program for interna- 
tional business, it is fruitless to proceed. Much can be accomplished by both 
business and Government—as well as education——to motivate persons to choose 
careers in international business. But in the final analysis the job of actually 
training youth and of steering them in the general direction of international 
business lies largely in the laps of colleges and universities. Academic insti- 
tutions can also do much in researching important gaps in our knowledge and 
understanding of international business problems and in aiding and abetting 
the development of a program for international business. 

Many business situations studied during the course of our inquiry pointed 
up the difficulty managements encounter in recruiting really competent persons 
in the international field. Granted, some executives seemed blissfully unaware 
of the problem and did not see any unusual prerequisites for successful careers 
in international business. But surely a major conclusion to be drawn from 
this study is that really competent international executives are few and far 
between. It is equally apparent that many managements do not possess the 
ingenuity, knowledge, or understanding of foreign environments to operate with 
maximum success on an international level. Whenever an executive declares— 
in the absence of any detailed study and analysis—that his business by its 
very nature cannot operate internationally, he confesses his own bias: and 
prejudice. He is, in fact, writing off the bulk of the world markets without even 
examining them. And yet management after management, we found, has 
done precisely this. The validity of this observation is demonstrated by the 
many cases reported in which company policy re foreign investment changed 
only because a new administration with different convictions (sometimes held 
in the head of single individual) rose to the top. 

Any executive who claims that competency in the international field is easier 
to achieve than an adequate working knowledge of a given industry, company, 
and/or line of products, merely reveals his own lack of understanding of the 
significance and depth of the social-political-economic differences and relation- 
ships among the peoples of the world. A Soviet Communist is thoroughly 
schooled in (1) his own concepts and (2) how to relate these to the different 
cultures. To achieve the latter, one has to know something more than Com 
munist doctrine and organizational techniques, just as a businessman must know 
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something more than the liberal economic concept, the techniques of business 
administration, and the details of his own business and industry. He must be 
able to relate these concepts and practices to the cultures and lives and felt 
needs of people all over the world. The evidence suggests that American busi- 
ness is not even approaching an adequate job in this field. If it were, the lib- 
eral, free enterprise societies would not feel themselves so challenged and 
threatened on every geographical front in the non-Western World. This gen- 
eralization is made in the full awareness that some managements are operat- 
ing internationally in an outstandingly successful fashion. 


Format training for international business 


It is probably true that business administration as such has no place in an 
undergraduate program of study designed to provide adequately trained in- 
dividuals for careers in international business. At least 4 years is required for 
the student to acquire basic knowledge, general theory, and primary skills. 
Specific techniques and application should await professional, graduate school, 
or on-the-job training. 

In the specific case of one anticipating a career in international business, his 
undergraduate courses should certainly include: A study of the religions and 
philosophies of the “world,” world history, geography, cultural anthropology, 
foreign languages, world literature, economic theory, physics, chemistry, and 
mathematics. (‘‘World” is quoted because this adjective should not be equated 
with “western” as is now so frequently the case.) His ‘‘major” should perhaps 
be a specialization in some one geographical area. The reasons for these choices 
are fivefold: (1) to provide the individual with sustained motivation; (2) to 
give the student some real understanding of differences and similarities among 
peoples; (3) to train him in’the theory and skills which later will be of use in 
the study of techniques and application; (4) to give him some understanding of 
the directions in which science is moving, and (5) to provide an “experience in 
depth” (i. e., detailed knowledge and emotional participation in at least one 
nonwestern culture). Such a course might be called preinternational. Just as 
a premedics course may lead to various branches of medicine, so might the 
preinternational course lead to further education in international business, inter- 
national reporting (journalism), international udministration (United Nations, 
United States Foreign Service, or similar job), or international finance and 
economics. 

In each instance, postgraduate training would build on the common base of 
general theory and skills provided in the undergraduate training. Each pro- 
fessional field would then contribute—on the postgraduate level—its own pro- 
fessional theory and skills and adding, finally, its own techniques and application. 
In a graduate school of business, those individuals headed for international 
careers would be exposed to the standard curriculum, plus application in the 
international field (and probably continued study of foreign languages and 
eultures). The unifying applied course might be something along the line of 
“Establishing a business in (country or region of specialization).” In addition, 
more general courses might be offered at the postgraduate level in international 
economics, international business law, management of overseas operations, the 
foreign investment decision—or some combination of these. So as to sensitize 
an even broader range of students to the challenge and peculiar problems of 
international business, it would be useful to introduce a limited amount of 
material with a foreign environment into standard graduate business courses 
in labor, finance, production, marketing, organization, etc. 

To provide the drive and the thrust in the direction of more adequate formal 
academic facilities for persons headed for careers in international business, it is 
urged that an international business institute be created through the joint ef- 
forts of some of the leading graduate schools of business administration, law 
schools, and centers for area studies. The institute essentially would be a device 
for training young men and women for international business, for staffing the 
foreign business service, for accumulating international business experience and 
for formulating international business policy. Its most important immediate 
functions would perhaps be the concentration of present talents in this field, the 
coordination of now independent efforts, and the orientation of youth toward 
international business. Among its longer range targets might be the reform of 
the undergraduate requirements for internationally minded young men and 
women interested in business careers or parallel international careers in journal- 
ism, public service, finance, ete. 
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Ideally, the institute should be a joint enterprise on the part of a number of 
schools of business administration, schools of law, centers of area study, and 
perhaps certain technical and engineering schools. For example, at Harvard, the 
graduate school of business administration, the law school, and the center for 
Middle Eastern studies, plus possible the Massachusetts Institute of Technology, 
might cooperate to form a Middle Eastern section of the institute. On other cam- 
puses where area study centers exist alongside schools of law and graduate 
schools or departments of business administration, other regional or national sec- 
tions of the institute could be created. Possible combinations: 

Middle East: Harvard graduate school of business administration, Harvard 
law school, and the Harvard center for middle eastern studies. 

Far East: Stanford University graduate school of business, Stanford school 
of law, and the Stanford program for Asiatic studies. 

Africa: Northwestern University school of commerce (graduate division), 
Northwestern school of law, and the Northwestern program of African studies. 

South Asia (Pakistan and India): University of Pennsylvania Wharton 
school of finance and commerce (graduate division), Pennsylvania law school, 
and the Pennsylvania program for southeast Asian studies. 

Latin America: Tulane University school of business administration (graduate 
section), Tulane school of law, and the Tulane program of Latin American 
studies. 

Southeast Asia: Cornell University, Cornell law school, and the Cornell pro- 
gram for southeast Asian studies. 

Southeast Europe: Columbia University graduate school of business, Columbia 
school of law, and the Columbia program for East European studies. 

As the institute grows in significance, other university combinations could be 
created; certainly there should be no sense of exclusiveness about it, for the 
need for competent personnel will be great. 

An important adjunct to each section of the institute should be a library on 
international business, with particular emphasis in each case on the geographical 
area of specialization. Much of the material is in unpublished form (e. g., ICA 
technical assistance reports, management studies, etc.) and, hence, their col- 
lection will require someone with special interest and knowledge; it is not a 
routine library job of acquisition. Such libraries should certainly be open to 
both scholars and businessmen. 


Promotion of research in international business 


An important function of the institute of international business would lie in 
providing stimulation and the financial wherewithal for serious research. A 
limited number of projects are proceeding now under the auspices of various 
universities and business associations, but there are few lines of communication 
among current researchers. There is not even a professional journal devoted 
specifically to serious articles, reviews, and research reports on international 
business. The closest approach to such a vehicle is the series of special reports 
issued at irregular intervals by the international management division of the 
American Management Association. With the myriad of professional publica- 
tions, it is indeed odd that there should be none devoted to the international ap- 
plication of the liberal economic concept, certainly the basic international prob- 
lem facing us. It would seem entirely logical for the institute to be the vehicle 
for establishing and maintaining such a journal. 

Rather than international business research being a hit-and-miss and uncoordi- 
nated proposition undertaken purely by reason of chance personal interest on 
the part of individuals with nothing else to do, we suggest that the area should 
be mapped, unknown territories marked, and definite encouragement given by 
the institute to individuals who might fill in some of the contours. Without 
attempting to systematize the area, one could list the following subjects as ones 
lending themselves to highly important and significant research (no priority 
is suggested in the sequence) : 

1. A study of the ability of the United States to increase its purchase of foreign 
products so as to enable the selling countries to make dollars available for the 
repatriation of profits on foreign investment made by United States companies. 
(The hypothesis is that the real limiting factor on American investment abroad 
lies more in our inability or unwillingness to buy, rather than in a limited ab- 
sorptive ability of recipient countries. ) 

2. A survey of the economic and political objectives of foreign governments 
and leadership (re balance of domestic economy, rate of increase in productivity, 
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population policy). Until we know much more about goals and motivations of 
foreign societies, it is difficult for us to relate our policies and activities to those 
of foreign societies. 

3. More careful study of the economics of various United States industries to 
ascertain the possible theoretical level of private American investment abroad, 
given present market conditions. 

4. An analysis of the impact on the United States economy of a flow of in- 
vestment abroad approaching that deemed theoretically possible (see No. 3 
above). 

5. The size of investment required to sustain the process of urbanization now 
accelerating in so many underdeveloped areas (in terms of housing, urban facili- 
ties, ete.) and the economies—or lack thereof—to be realized by dispersed indus- 
trialization, i. e., suburbanization without urbanization. 

6. A study of joint ventures abroad, including those of a mixed public-private 
nature, with the focus on why these ventures were so organized and what advan- 
tages and disadvantages have accrued. 

7. A study of management contracts—their form, application, merits, success. 

8. A study of international licenses and technical assistance contracts—their 
form, application, merits, and success. 

9. A study of the treatment of foreign capital in the United States—Federal 
restrictions and control, State controls, subsidized competition. 

10. A study of all important cases of expropriation with a focus on the reasons 
(alleged and real), the actual losses, the alternatives. 

11. A study of German, French, Dutch, and British overseas investment from 
the point of view of initiation, management, and protection—historical and con- 
temporary. 

12. A study of the inflation-vulnerability of various industries abroad, also the 
influence of their organizational structures on degree of inflation-vulnerability. 

13. A study of the relationship between foreign labor productivity and cost, as 
compared with Western Europe and the United States. 

14. A study of international business ethics (i. e., what should a United States 
businessman reasonably expect to gain out of various types of investment 
abroad?). 

15. A comparative study of the economics of given industries in various part 
of the world (in terms of processes, products, relative costs and utilization of 
labor, capital, raw materials). 

16. Exploration of the impact of technological innovation on foreign investment 
opportunities (e. g., cheap solar power units, atomic power, cheap means of sea 
water conversion, cheap and safe oral contraception, the outmoding of conven- 
tional arms and the futility of small powers trying to maintain military forces, 
the further synthesization of basic raw materials so that the number of critical 
searce materials is significantly reduced). At present, economists and others 
researching in the field of international business and economics seem to project 
the present level of technological development into the future. 

17. A study of the organizational alternatives facing a company going abroad 
and the criteria for choosing one over all others, with particular focus on the idea 
of promoting investment by foreign nationals or associates in the parent American 
or international company rather than in a specific foreign subsidiary. 

18. The extent to which United States and European industry has invested in 
inefficient plants abroad by reason of the protection from foreign competition 
offered by the host country. 

19. The extent to which the accumulation of blocked funds abroad has en- 
couraged long-term investment in productive enterprise that would not otherwise 
have taken place. 

20. The policy and experience of United States and European companies re- 
garding the employment of local nationals in top managerial positions. 

21. Definition of areas of social investment into which direct private invest- 
ment cannot reasonably be expected to move, even assuming the most favorable 
of investment climates. 

22. A country-by-country study of leadership preference for direct foreign 
investment as contrasted with portfolio investment. 

23. A study of typical communities in various parts of the world to identify 
felt needs in material goods and to design products and materials to meet these 
needs. 

24. A study of the United States taxes passed on to foreign consumers. 








PRIVATE FOREIGN INVESTMENT 563 


25. An industry-by-industry study in respect to the percentage of hard cur- 
rency required (i. e., currency of a machine-exporting vation) in initial invest- 
ment, expansion of facilities, imported maintenance parts, and purchase of indus- 
trial materials. 

26. Relative cost of project development in the United States and overseas. 

27. An analysis of the extent and manner of the foreign financing of ventures 
in the United States during the 19th century. (Such a study might be an 
important device for demonstrating to certain foreign groups that foreign capital 
can be in the interest of the recipient country, that such capital need not be ex- 
ploitive.) 

28. A study of why, and under what circumstances, the share of foreign own- 
ership in United States ventures was reduced. 

In addition to these general subjects for research—and there are doubtless 
many others—it is quite apparent that the absence of any basic reference works 
in international business is a serious handicap to the practitioner. There are 
few volumes to which the interested executive may turn to secure basic infor- 
mation in respect to particular problems with which he may be concerned. An 
institute of international business or similar organization should certainly en- 
courage the early publication of several basic reference works, each to be followed 
by periodic changes. Perhaps a looseleaf form would be most appropriate. 
High priority should be given to the preparation and publication of : 

1. A compilation and discussion of present efforts by the governments of the 
capital-exporting countries—the United States included—to stimulate and protect 
foreign investment by their respective nationals. (Such a volume might make it 
possible for United States firms to choose a site for their international holding 
companies somewhat more rationally than is now the case. ) 

2. A compilation of all international business advisory services available to 
the individual firm and the particular foreign areas in which each service has 
special competence. (Such a listing would include consulting firms, engineering 
firms, advertising agencies, public accountants, real-estate agencies, banks, cen- 
ters for area studies, various trade and professional associations, etc.—any 
groups or persons offering services in the field of international business.) 

3. A country-by-country analysis of investment conditions, with the emphasis 
on long-run trends (e. g., national objectives, degree of respect for present author- 
ity, urban-rural movements, significant changes in values and institutions, 
changes in the felt needs of the people, economic planning and politically inspired 
modifications)—in other words, an emphasis on the “why” of the present and 
future instead of mere description of the present, which may be subject to rapid 
and unexpected change. By their very nature, Government publications cannot 
contain material of this sort. In the initial compilation, as well as the periodic 
undating, the assistance of the foreign business service could be invaluable. 

With the institution of formal educational programs designed to motivate and 
train persons for international business, the development of serious research 
of the type outlined, and the publication of a professional journal and basic 
reference works, we might then begin moving toward the goal of giving interna- 
tional business a truly professional status based on a corps of highly trained 
individuals, significant research, and adequate communication of ideas, knowl- 
edge, and experience. 


Cooperation with business education abroad 


As several American schools of business have already realized, cooperation 
and assistance in establishing or improving institutions of business training 
abroad can constitute a significant contribution in the development of business 
as a truly international concept. Unfortunately such activity seldom seems 
related to any teaching or research activities within the contributing American 
business school or the university to which it belongs. It would appear of great 
value to relate both the “giving” and “taking” function; the feedback from an 
overseas educational endeavor into the American institution might—in terms 
of total impact—be of greater and more lasting importance than the feed-in 
abroad. For example, given the Center for Middle Eastern Studies at Harvard, 
it was completely appropriate for the Harvard Business School to become in- 
volved in creating an Institute of Business Administration in Istanbul. As a 
matter of plain fact, however, the presence of the Center for Middle Eastern 
Studies at Harvard was in no way connected with the business school’s effort 
in Istanbul, nor has there been any really significant feedback in terms of teach- 
ing or research materials to either the Harvard Business School or the Middle 
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Eastern Center, a deficiency which may be rectified in the near future. Similarly, 
it would appear that the activity of Michigan State University in creating a school 
of business administration in Sad Paulo, Brazil, should bear some relationship to 
research and teaching activities at Michigan. Apparently, it has not. One 
suspects that in the case of both Harvard and Michigan the overseas exposure 
of a growing number of faculty members will arouse interest in the area involved 
and eventually there will be a significant feedback, whether it be formalized or 
not. But along the way many opportunities will be missed. The point is that 
each overseas association of this sort should be considered a two-way affair and 
formally related to research and teaching at the American institution. 

One might cite many examples as to how this relationship could operate. If 
a Middle Bastern section of the Institute of International Business were operat- 
ing at Harvard, Harvard Business School’s interest in the Istanbul institute and 
exposure of some of its faculty to the Turkish environment could lead to the 
use at Harvard of Turkish-prepared materials, both of a research and teaching 
nature. For instance, discussion of the pros and cons of entering joint ventures 
abroad would be vastly enriched by a parallel account from the point of view of 
a Turkish firm considering the problem of entering a relationship with an 
American firm. If both sides of the coin were thus adequately presented, the 
American student would gain deeper understanding of both the differences and 
areas of common interest. Also, the significance of one’s own practices are 
thrown into sharper relief by familiarity with foreign practices. Latent as- 
sumptions are exhumed for post mortem and diagnosis. Out of the under- 
standing thus gained might come the will and the insight to make business a 
more viable international concept. 


Part III 
WHAT GOVERNMENT CAN DO 


If American business experience studied in the course of our inquiry is any 
measure, the United States Government might undertake several moves which 
would add substantially to the forces pulling a higher level of private American 
investment abroad. 

As already indicated elsewhere, some sort of dramatic statement of national 
policy by the President is probably a necessary preliminary in getting any 
program for international business off the ground. But at the same time there 
is reason to listen to statements voiced privately by a number of State and 
Commerce Department officials to the effect that until American business itself 
shows more initiative and dedication to the cause of international business, it 
would be difficult to justify further government action. 

But let us assume that business and education show evidence of rising to the 
challenge, what then might the United States Government be reasonably ex- 
pected to do in order to make international business a somewhat more attractive 
activity than is now the case? 

Taz incentives 

The conclusion reached in this inquiry is that income derived from foreign 
investment by American firms should be exempted—either partially or com- 
pletely—from the United States Federal income tax. It is held that such 
exemption is both feasible and desirable. Many of the details, including the 
magnitude of the exemption, must -be studied and spelled out in detail by 
experts; there is no attempt to do so here other than to suggest some definitions. 

Perhaps as a halfway, experimental, and somewhat more politically palatable 
measure, the tax deferral idea should be enacted first. Such a tax reform would 
mean that funds derived from foreign investment could be held within the 
United States tax free so long as they were not distributed to the parent com- 
pany or private American stockholder. Barlow and Wender have urged such tax 
deferral for their proposed United States Foreign Business Corporation, although 
they would include income derived from export sales as well as foreign invest- 
ment.25 There is no need to restate the thoughtfully worked out details of the 
Barlow and Wender proposal here. 

But our analysis of actual management experience and attitudes leads in- 
escapably to the conclusion that the Barlow and Wender scheme does not go far 


15 E. R. Barlow and Ira T. Wender, Foreign Investment and Taxation (Prentice-Hall, Inc., 
New York, 1955), pp. 315 ff. 
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enough. Also, there is no logical reason why the proceeds from all export sales— 
whether made on a short-term or long-term credit basis—should be accorded 
preferential treatment. The purpose of our program is to stimulate investment 
in the underdeveloped areas, not dollar export sales, though the latter will surely 
follow increased investment and accelerated development in these regions. If a 
firm cannot compete from a domestic American production base, that firm can 
opt to manufacture abroad where it can compete effectively, thereby qualifying 
for tax exemption. 

Businessmen seem agreed that by all odds the most important single feasible 
official move to direct the attention of American business abroad would be the 
legislation of some sort of tax advantage for income derived from foreign 
investment. Several reasons can be cited in support of the principle of such 
special tax treatment, specifically : 

1. Taxes, in theory, are paid for public services received by the taxpayer, 
whether the services be in the form of national defense or education. It is quite 
obvious that a foreign investment is not serviced or protected by the United 
States Government to the same extent as a comparable domestic investment. 
Should not the taxes levied against income derived from foreign investment, 
therefore, be less? 

2. One of the charges leveled against western business—and American busi- 
ness in particular—is that it is inherently exploitive when it goes abroad. The 
risks and extra effort involved in a foreign enterprise are such that most Ameri- 
can firms demand a pre-United States tax return about double that on a com- 
parable domestic investment. Even though local foreign rates of return may be as 
high, the point is that an American firm is taking most of its profits out of the 
foreign economy. Here is the raw material for charges of exploitation and 
ultimate nationalization. A substantially lower United States tax on corporate 
income would make it possible for a company to realize on foreign-derived income 
the same net return after United States taxes even though gross return abroad 
be substantially lower, hence reducing its vulnerability to charges of exploitation. 

3. Giving additional substance to the charge of exploitation is the fact that 
under present circumstances foreign consumers of products manufactured abroad 
by American firms or their associates are in part paying the United States cor- 
porate income tax through higher prices. If such income were tax-exempt, or 
nearly so, foreign profit margins and prices could be lower. (In fact, would they 
be lower? Possibly so, for if tax advantages operated in favor of overseas ven- 
tures, the entry barrier for new competition coming into the foreign market from 
the United States would be significantly lower, and compliance with laws of 
supply and demand would be somewhat more compelling.) 

4. Tax incentives legislated by foreign governments to encourage the forma- 
tion of new productive enterprise would be given an opportunity to operate in 
the case of United States capital. The “tax sparing” idea, although a com- 
mendable one, will doubtless be surrounded by such difficulties in its implemen- 
tation as to render it largely ineffective. 

5. Tax legislation and administration could be simplified by adopting the prin- 
ciple of territoriality instead of creating specific exemptions. (Such a gen- 
eralization does not overlook the problem of defining territory—a subject dis- 
cussed later—or of the special problems in this regard inherent in the transport 
and certain other industries. ) 

Let us now consider the various objectives flung up to rebut the arguments for 
tax exemption, whether it be partial or complete.” 

The first argument, and that used by Barlow and Wender, is that tax deferral 
is itself a suflicient incentive for increased investment. First, let us readily 
admit that the deferral scheme would be a definite improvement over the present 
state of affairs. Given current United States tax policy, many American com- 
panies organized internationally feel compelled to establish one or more tax- 
haven holding companies abroad so that earnings may be accumulated and 
reinvested elsewhere in the world without entering the United States tax juris- 
diction and suffering a 52-percent tax cut.” Many executives—and the public— 
somehow feel that the tax-haven device borders on illegality. Indeed section 


4% An excellent recent discussion of the whole problem is The Taxation of Business Income 
From Foreign Operations (International Management Division, American Management 
Association, New York, 1958). 

A definitive discussion of the tax haven is William J. Gibbons, Tax Factors in Basing 
International Business Abroad (Harvard University, Cambridge, 1957). 
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269 of the 1954 Internal Revenue Code would ignore the formation or acquisition 
of corporations “the principal purpose for which is * * * evasion or avoidance 
of Federal income tax by securing the benefit of a deduction, credit, or other 
allowance which such person or corporation would not otherwise enjoy. * * *” 
Gibbons observes : “To date, effective enforcement of this provision has been ham- 
pered by the narrow view taken by the Tax Court.” At least a few executives 
rationalize their lack of interest in foreign activity on the basis that they do not 
want to lose their claim to respectability by engaging in international business, 
and they cite the necessity for setting up a foreign tax-haven corporation as one 
of the more dubious aspects of such a career. 

Apart from the aura of illegality hovering about it, the foreign holding 
subsidiary is subject to a number of additional disadvantages as compared with 
the direct ownership of overseas operating subsidiaries, specifically: 

1. It is not possible to secure ICA investment guaranties for investments made 
via a foreign holding subsidiary. 

2. Certain treaty-established relationships do not operate because no American 
company is directly involved (e. g., the provision of the Australian-United 
States tax convention that the Australian dividend withholding tax on non- 
residents will be reduced from a normal rate of 25 percent to 15 percent on 
dividends passed by an Australian subsidiary to its United States parent). 

3. Only. United States companies may qualify as Western Hemisphere trade 
corporations. 

4. The tax credit allowable under the United States Federal tax for income 
taxes paid in a foreign country may be substantially reduced in that all income 
received by a foreign holding company is deemed to have been earned in the 
country in which it is incorporated. Under at least a tentative ruling, a United 
States parent corporation may obtain credit for foreign income taxes paid by 
the subsidiaries of its foreign holding company as though all of these taxes 
were paid directly by that subsidiary. Therefore, if some subsidiaries lose 
money to the extent that the foreign income taxes paid total more than 52 per- 
cent of the profits remitted to the United States parent by the holding company, 
the parent will lose the balance of the tax credit that it would have been able 
to claim had each tax credit been calculated against the profit received from 
each operating subsidiary. 

A total exemption of income derived from foreign investment would, of course, 
make both the foreign and domestic tax. haven. holding company unnecessary. 
Foreign earnings could then be moved in and out of the United States without 
any tax erosion. But even if total exemption were felt undesirable or politically 
unfeasible at this time, a minimum program for international business should 
include legislation making it legally possible for an American corporation to 
establish a domestic subsidiary with authority to receive and hold earnings 
derived from foreign investment without incurring any tax liability until those 
funds are distributed to the parent United States company. 

But there would seem to be compelling arguments for eventually going the 
whole way and simply exempting all income derived from foreign investment. 
Such a policy would accomplish all that is claimed for Barlow & Wender’s United 
States Foreign Business Corporation, plus a great deal more. 

Some have argued that a tax exemption of this type would not in fact stimu- 
late a significantly higher level of American investment abroad. Granted, it is 
presently difficult to prove that company A would invest abroad were a tax ex- 
emption operative. However, one has to keep in mind the two-level nature of a 
foreign investment decision. The first-level decision results either in a commit- 
ment of company personnel and resource to serious investigation, or in a refusal 
to do so—the latter often by default stemming from sheer lack of management 
interest. But what if it were known to management that income from foreign 
investment were tax exempt? One can predict with confidence that such knowl- 
edge would stimulate interest in foreign projects, and the all-important initial 
breakthrough would follow in many thousands of managements. An important 
finding in our inquiry is that once the initial breakthrough takes place and com- 
pany personnel and resources are committed to a serious look at foreign oppor- 
tunities, the psychological and human barriers are down and there is excellent 
chance that the firm will end up in some variety of foreign enterprise. In short, 
our study indicates that authors Barlow & Wender err when they write: 


8 Ibid., p. 24. 
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“* * * we have concluded that a reduction in the rate of United States tax is 
not necessary to provide an incentive to foreign investment.” ” 

They err because they did not consider with sufficient care the structure of 
the investment decision, nor the organizational and social environment within 
which it takes place. Nor did the authors analyze in sufficient depth the reasons 
given by executives for their interest or disinterest in foreign business oppor- 
tunities. An executive may say that he is not interested because his firm is too 
small, or his product not appropriate, or for a variety of other reasons. But 
very frequently the real reason is simply that the executive is personally not in- 
terested and he has no time to look in new directions; he does not want to be 
bothered and sees no particular inducement to change his attitude. But all this 
might very well change with a dramatic statement of national policy, plus a tax 
exemption on foreign income. Merely because the executive has never consid- 
ered foreign opportunities in sufficient detail to get down to tax calculations is 
not a valid reason for assuming that he would not be attracted by the measures 
suggested here. He might well direct a subordinate to look into the matter. 
The important initial breakthrough has then occurred. In short, there is a con- 
siderable body of evidence and logic which leads one to believe that a tax exemp- 
tion might well produce a very significant impact on the flow of investment 
overseas. 

Barlow & Wender assume that a mere tax deferral would be sufficient to pro- 
duce this result. Though, as already admitted, such a deferral system is surely 
better than no preferential treatment of foreign income at all, it falls far short 
of what is needed to stimulate the flow of private American investment abroad 
that the national interest demands. After all, an American firm can now utilize 
a foreign tax haven holding company. Granted, there are certain disadvantages 
as measured against an authorized domestic holding company. But the advan- 
tages of the latter are far from compelling, and one doubts that they would be 
sufficiently attractive to lure abroad massive new investment. 

Some critics of the tax exemption idea have argued that the exemption would 
significantly reduce United States Government revenue. Admitted, there would 
be a reduction, but it is equally apparent that a tax exemption of this nature 
might substantially reduce necessary Government expenditures in the field of 
foreign economic aid. One suspects that the latter effect could far outweigh 
any reduction in Government revenue, even if the exemption were a total one. 
As a matter of fact, due to the general use of foreign base companies, or “tax 
havens,” by United States corporations and the heavy reinvestment by foreign 
subsidiaries, the actual loss of tax revenue might not be large. The loss would 
be principally the loss of future revenue. 

Others have contended that an exemption large enough to achieve our pur- 
pose would have the effect of reducing investment in the United States and, 
hence, would be harmful to the American economy. In the first place, such a 
word as “harmful” is a value judgment. One can easily counter with the argu- 
ment that in the absence of massive private American investment abroad over 
future years, the American economy will not only suffer injury, it will disinte- 
grate. The gradual isolation of the United States from most of the world’s 
markets and the construction of a garrison state within the United States as 
hostile totalitarian states develop could be disastrous for American business. 
Granted, these are matters of opinion, but the presently mounting economic dis- 
parity among nations and the resulting pressure toward totalitarian devices to 
accelerate development among the poorer but aspiring nations lead one un- 
escapably to this pessimistic view. The flow of capital and skills from the 
industrial states into the nonindustrial is at present not of the nature nor of the 
magnitude to halt and reverse this trend. 

Still others have observed that any significant tax incentives of the sort sug- 
gested would be politically unpalatable. All one can say is, “I doubt it.” Con- 
versations with a few of the more thoughtful labor leaders, for instance, do 
not lead one to the conclusion that labor leadership is opposed in principle; 
in fact, such spokesmen appear very much in favor. Where is the organized 
opposition? Some arises within the ranks of business leadership itself and 
among some lawyers and economists. The real basis for their rejection of the 
tax incentive idea seems to stem from disagreement on definitions and the de- 
sire to protect the tax system from any change. But a tax system as an entity 
distinct from—and even contrary to—national policy and interests is meaning- 


” ©. R. Barlow & Ira T. Wender, op. cit., p. 319. 
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less. . There is no perfect tax system in an absolute sense; perfection, in this 
context is meaningful only if related to needs and objectives. 

Related to the political palatability of a tax exemption of foreign-derived 
income is the matter of equity. After all, why should “foreign dollars” be 
treated any differently taxwise than domestic dollars? (We assume here that 
recourse to the national interest argument fails to convince.) What of equity? 
First, there is no doubt that the risk on investment by a United States firm in 
most foreign countries is greater than that on a comparable investment in the 
United States. So long as the present inadequate channels of international 
business communication persist and no effective way in which to enforce and/or 
gain remedy for unilateral breach of international business contract is found, 
that risk will remain high. For the same reason that a test pilot is paid sub- 
stantially more than a commercial airlines pilot, a powerful argument on the 
basis of equity can be advanced in favor of a higher effective rate of return on 
investment outside of the United States. Second, the effort and expense required 
to develop and sustain a foreign enterprise is substantially greater in most cases 
than for a similar domestic enterprise. Just as one who works 12 hours deserves 
more compensation than one who works 6 hours (assuming a constant output 
per hour), so likewise is a company which has developed and serviced a foreign 
enterprise entitled to a larger return. Third, a dollar is not a dollar even for 
domestic tax purposes. Is the dollar in question one’s first dollar or is it his 
twentieth-thousandth? The tax liability varies from 0 percent to (7) percent. 
And a posttax dollar is obviously not the same as a pretax dollar. If it were 
so considered, one’s total profits would be paid out in taxes. A foreign dollar 
is a posttax dollar and should not be compared with pretax United States 
dollars. The fact that the United States Government was not the taxing agent 
should be irrelevant. After all, anyone can gain the same tax treatment by 
putting money, goods, or services abroad. 

And finally, there is a purely logical argument. Let us assume the principle 
of extraterritoriality (i. e., taxation of world income) in its pure form; that is, 
all income, from whatever source, of every United States corporation and citizen 
is subject to the same United States Federal income tax. If there be inequity 
in any deviation from the principle of extraterritoriality, then the most equitable 
of all systems should be the complete absence of any deviation. (Any deviation 
from A is not B; then B must be A.) Tax credits for foreign taxes paid, or tax 
treaties regulating double taxation sre deviations and hence inadmissible to the 
perfect system.” To the purists, the size of a foreign tax—or its very existence— 
is irrelevant to the United States tax structure. (Why should a foreign dollar 
be treated any differently from a domestic dollar?) It is quite apparent in our 
perfect model that any company or individual repatriating funds earned outside 
his base country is liable to double taxation. No one debates the right of 
sovereign nation to tax, and they most assuredly do. We are now penalizing 
the foreign dollar (as well as defeating long-run national and business interests). 
The model is not equitable. If one supports the model on the basis of equity 
because it does not discriminate against domestically derived income, he cannot 
therefore turn around and support—on the basis of the equity argument—a 
svstem which is even more discriminatory against foreign-derived income. 
Equity, by definition, must relate to all associated elements. 

These arguments surely more than scotch any equity-based argument against 
exemption of foreign-derived income from United States Federal taxation. 

Still some tax authorities claim that a major exemption from United States 
income taxation would tend to open the door for demands for special treatment 
by a variety of interests, thereby breaking down the Federal tax stru*ture. 
In the case of the Western Hemisphere trade corporation, preferential tax treat- 
ment for certain types of foreign income has been recognized. The tax struc- 
ture was not destroyed thereby. It is also significant to make note of inter- 
national practice as reported by a 1956 UNESCO study : 

“Several capital-exporting countries extend the range of tax-free foreign in- 
vestment activities also to profits of foreign subsidiaries repatriated in the form 
of dividends and to profits from unincorporated foreign branches. Thus the 
Netherlands and Swiss rules exempting dividends from a subsidiary to a parent 
company applv to foreign as well as domestic subsidiaries—though in the Nether- 
lands under the condition that the foreign subsidiary is taxed in the country 








” One must then argue the case on the basis of the equity of the special arrangement 
per se, not as a deviation from a perfect system. But such a shift in basis admits by infer- 
ence that a foreign dollar is different from a domestic dollar. 
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where it operates. Canada, which exempts all intercorporate dividends between 
Canadian corporations, has extended this facility to dividends from foreign 
subsidiaries. France excludes 75 percent of the dividends of foreign subsidiaries 
from the taxable profits of the recipient company. In addition France and 
Switzerland exclude from taxable income profits which domestic firms derive 
from foreign branch establishments, though in France these profits remain sub- 
ject to progressive personal surtax if received by individuals, and in Switzerland 
they are included in the determination of the overall tax rate applied to the 
investor’s other profits. In the Netherlands such profits, if already taxed abroad, 
are entitled to a tax reduction which in the case of corporations is also tanta- 
mount to exemption.” 
o* * * e * + & 
“Other tax concessions favor certain types of activities. The Netherlands 
exempts both foreign and domestic dividend income of holding and investment 
companies; Canada exempts so-called foreign business corporations which are 
exclusively engaged in foreign business activities or portfolio investments. 
Through these special companies, not only Canadian and Dutch funds, but also 
capital from other countries can be channeled tax free into investment in under- 
developed countries. The Federal Republic of Germany exempts wholly or par- 
tially income from investments in foreign branches and subsidiaries and from 
other foreign participations which fulfill certain conditions, especially that of 
serving the promotion of German foreign trade.” 
The UNESCO study reported the following countries as exempting all foreign 
income: Argentina, Costa Rica, Dominican Republic, El Salvador, Guatemala, 
Haiti, Nicaragua, Panama, Paraguay, Union of South Africa, and 
Venezuela.” There would seem to be good and valid reason why the United 
States even more than most of the countries listed above, should recognize 
the principle of territoriality. Recognition of a general and widely used 
principle of this nature surely would not break down the United States tax 
structure nearly as much as the recognition of specific exemptions as is now the 
case. As a matter of fact, recognition of the principle of territoriality might 
well strengthen our tax system in that the law and the administration thereof 
would be somewhat simplified, and there might be less inclination to evade them.™ 
Another argument advanced against a foreign-income tax exemption is that 
it would, in fact, reduce United States investment abroad by encouraging 
American companies to repatriate earnings they would otherwise plow back 
into foreign expansion. This argument is specious on two counts. First, 
expansion of overseas industrial facilities in the underdeveloped countries 
almost invariably involves the investment of new dollars or other hard cur- 
rencies in the form of machinery, technical assistance, and industrial materials. 
(A rough rule of thumb is that about one-third of such investment must be in 
the form of imported goods and services.) Second, if income could be brought 
back into the United States tax free—or nearly so—many American companies 
would become more interested in. maximizing that income. They could accom- 
plish this best in the long run by enlarging their foreign capital base; in other 
words, by additional investment in overseas expansion. One suspects that 
managements would be more inclined to commit more dollar goods and services 
in foreign ventures than is now the case simply because it would be more 
profitable for them to do so. The argument can thus run in both directions. 
(One might add that such a situation would be less likely to lead to exploitation 


*\The tax benefits described in this paragraph are granted not only for profits from for- 
eign companies in which the investor holds a majority interest, but also for profits from 
companies in which his holdings amount to at least 25 percent (under the Canadian and 
Netherlands provisions), 20 percent (under French law), and either 20 percent or 2 million 
Swiss franes (under Swiss law). 

2 International Tax Problems (United Nations Economic and Social Council, E/2865, 
May 23, 1956). pp. T—9. 

* Tbid., p. 19. William J. Gibbons, op. cit., p. 3, lists more than 40 countries that grant 
preferential treatment to foreign income: Aden, Argentina, Australia, Bahamas, Bechuana- 
land, Belgium, Bermuda, Brazil, Canada, Costa Rica, Cyprus, Ecuador, France, Gambia, 
Gibraltar, Gold Coast, Greece, Haiti, Honduras, Indonesia, Italy, Lebanon, Liberia, Liechten- 
stein, Luxembourg, Malaya, Netherlands, Netherlands Antilles, Nigeria, Norway, Nvasaland, 
Panama, Peru, Rhodesia, Sarawak, Solomon Islands, Spain, Switzerland, Tangier, Thailand, 
Uruguay, and Venezuela. 

*Some of the problems relating to foreign tax credits which would be eliminated by 
recognizing the principle of territoriality: Timing of foreign tax credits, the matter of 
indirect or deemed-paid credit, differences in accounting definitions between the United 
States and foreign countries (e. g., net income, capital gains, deductible expenses, etc.) 
classification of foreign taxes, the foreign exchange problem, and the deferral of incom. 
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because the increased attractiveness of foreign investments would puli in more 
competition. ) 

Some tax lawyers and others attack both schemes—i. e., tax exemption 
and tax deferral—on the ground that it is impossible to distinguish income 
derived from a mere sale from that derived from investment. (We assume 
that the objective of our program is to give preferential treatment to invest- 
ment, not to export sales that involve immediate payment or short-term credit.) 

When is an investment an investment? A seller invests in goods from the 
moment he ships them abroad to a foreign buyer or consumer until he receives 
payment. How long a time must elapse before commercial credit becomes 
investment? The fact that the seller receives stock in payment for. goods 
and services shipped abroad should make little difference. After all, he might 
sell the stock at any moment; indeed, there might be an agreement between 
buyer and seller to do exactly that if some arbitrary legal distinction were 
created. Other countries have resolved this problem of definition, as, likewise, 
has the ICA investment guaranties staff. In the latter case, an investment is 
any advance (with a few specific exceptions, of money, goods, or services for 
a period of at least 3 years, unless an intent to sell can be shown to exist. The 
last qualification could well be eliminated. A 3-year line of credit to finance 
the sale of tractors abroad is just as much an investment as is the purchase 
of stock (with or without the option to sell) in a tractor enterprise abroad 
and the supply of certain technical and managerial assistance to that enter- 
prise. It is not within the legitimate authority (or wisdom) of the United 
States tax authorities (or the ICA investment guaranties staff) to determine 
which form of investment is best for the recipient country. That decision would 
seem a matter best left to the government of the country involved and to the 
business partners, 

If this very questionable distinction between investment and commercial 
credit—a distinction based on mere form of transaction—were eliminated from 
any tax-exemption provision regarding foreign investment, some very tricky 
questions would be made irrelevant. At present, in order to take advantage 
of the tax benefit accruing to a Western Hemisphere trade corporation it is 
important to demonstrate that income is derived from business conducted in 
the Western Hemisphere outside of the United States. A sale consummated in 
New York is not an eligible transaction, but delivery of goods, say, in SAo Paulo 
and consummation of the sale there—even though the same goods and persons 
be involved—is considered a foreign transaction for purposes of applying the 
Western Hemisphere trade corporation tax benefit. But for purposes of our 
general tax exemption, which would apply to all income derived from foreign 
investments (an investment to be defined simply as an advance of money, ma- 
chines, and/or services without full payment for a period of at least 3 years), 
then the place at which a so-called sale was consummated would not be the test. 
The test would simply be the nationality and/or bona fide residence of the person 
or legal entity receiving such an advance. (If the principle of tax deferral for 
foreign-derived income were recognized, the same test could be applied.) 

To resolve questions as to the actual source of income for purposes of qualify- 
ing for a tax deferral or exemption, the test could be a relatively simple one, 
although certain exceptions would have to be established. The basic test might 
be this: If the income were going to a foreign firm or person resident abroad, 
rather than to a United States company or an individual resident in the United 
States, would this income be liable for payment of the United States Federal in- 
come tax? If the answer is “No,” then the income could be considered exempt 
or subject to tax deferral, as the case might be. The point is that these problems 
of definition can be resolved. The general principle to be recognized is that in- 
come should be taxed primarily at its source, and deviation should be permitted 
only when it is impossible to determine source on the basis of the above test. 
In these cases, special rules could be applied—as they are now in such areas 
as air transport. 

A further problem would be resolved by enactment of a tax exemption on 
investment income derived abroad. It is difficult for an American company 
operating overseas through branches to replace these branches with foreign 
subsidiaries or joint ventures. In many—if not most—foreign environments, 
there are now numerous disadvantages associated with a branch operation. 
But United States tax authorities permit a change of organization only if a 
sound business reason can be shown. Inasmuch as one important advantage of 
the subsidiary over other forms of organization is evasion of United States taxes 
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until actual repatriation of profits, American tax authorities are inclined to 
drag their feet in granting permission—or, at least, such is reported to be the 
case by a number of firms. Tax exemptions on foreign-derived investment 
income would tend to eliminate this problem. The greater ease in reconstituting 
branches as subsidiaries would possibly stimulate further investment. 

In the case of foreign investment, the distinction made between debt financing 
and equity financing is very often an arbitrary one. The entire physical assets 
of the company may be held outside of United States jurisdiction, in which case 
the holder of debentures has no greater security than the common-stock holder. 
There is, of course, a tendency for American investors to maximize debt financ- 
ing and minimize the equity, thereby increasing the effective rate of return 
in the United States by receiving the bulk of his return as repatriation of capital 
and capital gains, the former being tax free and the latter being taxable at a 
lesser rate than dividends. (And the possibility of realizing a capital loss may 
be equally important.) The Cemento Andino, 8. A., Comment-hydroelectric 
power venture in Peru, which was in part financed by and through Lehman Bros. 
and Lazard Freres & Co., of New York, was based on a financial structure in 
which the ratio of debentures to stock was nearly 5 to 1.” It should be noted 
that the securities were sold only in packages consisting of 1 $1,000 debenture 
and 155 shares of common stock. Insofar as the actual legal position of the 
purchaser was concerned here, the entire package was really equity, the main 
reason for the distinction in securities apparently being the above-mentioned tax 
factors. The Internal Revenue Department permitted this arrangement, but 
it is suggested that the 5-to-1 ratio perhaps represents the permissible maximum. 
But, if the practice grows, will such arrangements be tolerated? Even now, such 
a debt-equity ratio would not be allowed in the case of a similar domestic proposi- 
tion. The point is that, if a general tax exemption on income derived from in- 
vestment abroad—as suggested above—were operative, United States financial 
houses would have greater latitude in putting together foreign propositions so 
as to be most attractive to the potential American investor. Whether or not 
the security offered was in the form of a debenture or stock would not concern 
the Treasury Department. 

For these various reasons, then, it is most strenuously urged that legislation 
be introduced to exempt completely from United States taxation all income— 
whether private or corporate—derived from foreign investment. For this pur- 
pose, an “investment” would be defined simply as the purchase or holding of 
securities representing physical assets of a productive nature located outside 
of the United States, or a sale of goods, services, or valuable property rights 
without payment (other than interest) for at least 3 years, provided that such 
sale be to an individual or other legal entity possessing a foreign nationality and 
habitually domiciled outside the United States. 

Not only would such a provision tend to simplify present tax provisions and 
remove the necessity for maintaining “tax havens’’; it might also direct business 
attention to foreign areas with the result that a very large reduction in Gov- 
ernment foreign aid would become possible. Bear in mind that, if such an 
exemption were operative, it would then be the foreign taxes which would then 
influence much more directly the rate of effective return. Inasmuch as corporate 
income taxes tend to be heaviest in the highly industrialized countries, a United 
States tax exemption would make little difference to the American investor in 
these countries; he would pay about the same as he does now. The attraction 
would run toward the underdeveloped nations where taxes are generally lower, 
which is precisely what is needed. An across-the-board exemption would have 
the further advantage of eliminating the need for country-by-country calcula- 
tion of tax credits, a troublesome accounting problem. 

The argument for a general and complete tax exemption of the type suggested 
thus seems to be overwhelming, whether it be expressed in terms of national in- 
terest or policy, Government economy, legal and administrative simplification, 
the foreign consumer, the promotion of private United States investment abroad, 
the problem of exploitation, business profits, or sound business organization. 


Resolving the tax problem for investment companies 


Another relevant tax problem is that relating to the present position of a 
United States investment company. The problem and its significance are clearly 
defined in the following analysis: 


* See Harvard Business School case ICR—115. 
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“There is no tax obstacle which keeps individual United States investors from 
investing in foreign corporations directly, as the foreign tax credit provisions 
of our tax law tend to counteract the double taxation of income received from 
abroad and, in effect, increases the yield (before taxes) on such investments. 
However, as a practical matter, at present it is usually only the wealthy who 
buy foreign securities, excepting perhaps Canadian securities which are fre- 
quently widely held by American investors. 

“The existing regulation of investment companies in this country, with rapidly 
growing assets now about $7 billion representing the pooled savings of nearly 
2 million investors, constitute the most logical source of funds for equity invest- 
ments abroad. Since 1988 regulated investment companies have been exempted 
from Federal tax on their income and long-term capital gains to the extent that 
such income and gains are promptly distributed to their shareholders. By 
treating regulated investment companies as mere conduits, their thousands of 
small shareholders have been put in substantially the same position from a tax 
standpoint as those investors wealthy enough to obtain market diversification 
and continuing expert management on an individual basis. Thus Congress, 
in adopting the conduit theory and eliminating the penalty of a Federal corporate 
tax, has encouraged small investors to pool their funds for investment. 

“Although the conduit theory has been effective in the case of investments in 
domestic securities, with the exception of Canada, it has failed in the field of 
foreign investments. The right to treat foreign taxes withheld as credit against 
the United States tax is rarely of any benefit to a regulated investment company 
itself because, due to the conduit theory, it is seldom called upon to pay Federal 
income taxes. Therefore, no United States tax ordinarily exists against which 
the regulated investment company can credit the foreign tax. Accordingly, regu- 
lated investment companies, receiving no benefit from the foreign tax credit, have 
not been suitable vehicles for foreign investment; only a very few specialized 
investment companies have been formed as United States corporations and these 
to invest primarily in Canada where the withholding tax is only 15 percent and, 
therefore, the loss of the foreign tax credit has been of limited importance. 
Recently most of the companies formed to invest abroad are being incorporated 
outside of the United States and are not subject to its tax laws.” 

az x * ~ * * > 

“One practical suggestion is to permit an ordinary regulated investment com- 
pany with only a small portion of its assets invested abroad, directly or in 
overseas funds, to surrender its foreign tax credits to the United States Treasury 
for reimbursement in cash. The ordinary regulated investment company would 
add the amount received from the Treasury to the foreign dividends it received. 
The total would be distributed to its shareholders of ordinary regulated invest- 
ment companies, on the average, pay Federal income taxes of at least 20 percent 
of their income, the amount of reimbursement by the Treasury with respect to 
taxes paid to a particular foreign country should be limited to 20 percent. 

“A second practical solution merely amplifies the present provisions of section 
853 regarding overseas funds. * * * (which) permits an overseas fund to pass the 
foreign tax credit through to its shareholders. It is suggested that this provision 
be amplified to permit such an overseas fund, in addition to its present right to 
pass through the foreign tax credit to its shareholders, to have the right instead 
to surrender it to the United States Treasury for reimbursement in cash subject, 
however, to the 20-percent limitation. The overseas fund would then distribute 
the proceeds of such reimbursement to its stockholders, including the ordinary 
regulated investment companies, as fully taxable dividend income. Accordingly, 
the fact that the ordinary regulated investment company normally pays no 
United States tax against which the foreign tax credit could be taken would 
no longer be a bar to their entering the field of foreign investment through the 
medium of overseas funds.” ™ [Italic was added. ] 

It would seem quite apparent that if it be in the vital national interest to induce 
a maximum level of private United States investment abroad then the above argu- 
ment is convincing, and one of the two alternative courses of action is dictated. 

If foreign-derived income were wholly exempt from the United States Federal 
income tax, this matter of providing some means whereby the stockholders of a 
regulated investment trust could participate in the benefits of such a provision 
becomes even more imperative. For if the conduit principle were observed with- 


76 Merrill Griswold, Proposed Amendments to Internal Revenue Code To Promote Foreign 
Investments by Regulated Investment Companies (Massachusetts Investors Trust, Boston, 
May 25, 1955), pp. 2-7. A mimeographed statement. 
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out modification, income derived from abroad would be mixed with income 
derived from domestic investments in an always changing ratio and passed on to 
the stockholder. Because the stockholder is unable to identify the income that 
originated abroad, he is liable for the Federal income tax on the whole. There- 
fore, no incentive operates. And the conduit principle is broken, for no longer is 
the position of the stockholder in a regulated investment company the 
same as that of a large independent investor who buys and sells corporate stocks 
directly. The latter would receive the full benefit of the tax exemption on income 
derived from foreign investment; the former would not. It is therefore urged 
that, if the principle of tax exemption is accepted, regulated investment com- 
panies be permitted to calculate their foreign-source income per share and issue 
certificates to each stockholder giving this information. Such certificates could 
be used by the individual shareholders in establishing their own tax-exempt 
income. 

Foreign aid and private enterprise 

There are several ways in which United States foreign economic assistance 
could be used so as to pull much more American private investment overseas and 
to produce much greater impact on foreign economic development than is now the 
case. Indeed, many have charged that the employment of foreign aid simply to 
subsidize dollar exports has hindered the flow of private investment abroad. 
Others insist that the present character of the foreign aid program has the net 
effect of progressively worsening the balance-of-payments position of the recipient 
countries. These claims are not completely unfounded. But how might the aid 
program be made more effective ? 

One of the difficulties in building new, modern enterprises in the smaller under- 
developed countries is the uncertainty of foreign exchange allocation for the 
import of essential parts and industrial materials. If there were some certainty 
that for at least a limited period of time such a supply was assured, an enterprise 
would have the opportunity of building up to a more integrated operation. For 
example, if a recent tractor enterprise in country X has been assured at the start 
that it could secure all of the parts and supplies needed for the first 5 years of 
its life, the venture would then have had 5 years in which to develop local sources, 
either within its own plant or elsewhere. It would also have been possible to 
develop more “offshore” purchasing from European and other sources, because 
shipments effected from such markets could be scheduled to jibe with production. 
As the situation actually developed, the venture encountered three difficulties: 

First, due to uncertainty of foreign exchange allocation for the import of parts, 
it was impossible to operate a continuous and scheduled assembly-manufacturing 
program, which meant high-cost production. 

Second, due to the inability to schedule, it was impossible to contract for the 
purchase of parts and materials either locally or “off-shore” (i. e., tires from 
Spain, ete.). 

Third, because the plant did not get off the ground productionwise, the Ameri- 
can company was unwilling to invest enough money to develop manufacturing as 
rapidly as might have been possible. 

A vicious circle was thereby created. This experience was by no means unique. 

If the completely assembled tractors and other agricultural machinery supplied 
to country X since 1948 under the foreign-aid program had, instead, been made 
available on the basis of a guaranty to a local tractor industry—a guaranty 
covering foreign exchange for the import of necessary parts and supplies—not 
only would the early development of a local farm-implements industry have been 
encouraged but country X would have received more tractor per dollar and 
would now be in a position to supply a much larger percentage of the machines 
from local sources than is in fact the case. It is, therefore, urged that in future 
foreign economic-assistance programs emphasis be given to a system of foreign- 
exchange guaranties to local industry for a certain period of time—say, 5 years. 
The knowledge that such a guaranty were obtainable would have made the differ- 
ence between investment and noninvestment in a number of the foreign-invest- 
ment decisions studied in this inquiry. And it would conserve public funds. 

There is no reason to limit such an approach to economic-aid programs; mili- 
tary assistance should be developed in the same way. Pakistan, Turkey, Greece, 
Iraq, etc., would receive much more support per dollar spent by the United States 
if these countries’ own resources and labor could be incorporated in the military 
hardware provided. Military trucks would be an example, also many of the 
smaller conventional arms and ammunition, communications equipment, field 
gear. Why should production not be undertaken by a private firm abroad, per- 
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haps as a joint venture in which local nationals participate? Given an assured 
market for at least a certain period of time, and foreign-exchange guaranties ade- 
quate to cover necessary imports, surely many American firms would be willing 
to undertake foreign operations of this nature. The burden on the American tax- 
payer would thereby be lightened, free enterprise encouraged, and a base of supply 
created closer to the military forces we are trying to assist. Who on our side 
loses ? 

A frequent argument thrown up by management in explaning disinterest in 
foreign ventures was sheer shortage of capital. Any measure that would make 
available more funds at reasonable cost for investment abroad by private groups 
can be expected to attract management interest and pull in private capital as well. 

One method of generating additional capital for overseas investment, as well 
as enhancing the impact of Government economic aid on the development of a 
foreign economy, has already been suggested in part 1. Reference is to the 
scheme of offering a United States Government guaranty against loss due to 
nonbusiness factors in the case of the investment abroad of labor pension and 
insurance-company funds via some sort of overseas development corporation set 
up as a subsidiary of a group of the larger banks. By the use of such Govern- 
ment guaranties for private investment, a multiplier effect on private investment 
might well come into play. The actual investment induced might be many times 
the amount of the Government funds committed to the guaranty program. And 
as management interest develops company funds might likewise be pulled into 
foreign ventures. 

Dollar funds thus generated for overseas investment should be augmented 
by making available to the Overseas Development Corporation local currency 
funds arising out of the sale of surplus farm commodities under Public Law 
480. It is urged that approval of the foreign government and of the business 
associates, one of which would be the corporation, be considered sufficient for 
the use of such Public Law 480 funds as are allocated to the program. Prior 
approval by a United States Government agency should not be required, for 
there is no reason to assume that an official agency possesses greater wisdom 
in these matters. Such delegation of authority would have the added advantage 
of at least partially insulating the flow of funds from international political 
pressures. It should be presumed that the foreign government will act in its 
own best interest. 

It would also be desirable to channel the investment of more Public Law 480 
funds through local development banks abroad. Such a policy should have 
the effect of encouraging the creation and growth of such banks where they 
do not now exist, which in turn would stimulate the development of local 
private enterprise. Many of these banks may be state or mixed public-private 
ventures, but at least a certain portion of the Public Law 480 funds made 
available in this manner could be earmarked for investment in the private 
sector, from which approved private foreign-sponsored projects would not be 
excluded. 

A further activity should be urged on ICA as a device for easing the flow 
of investment into the underdeveloped areas. By reason of the expense of a 
full-scale investigation of foreign products, small- or moderate-sized firms are 
disinclined to make the necessary on-the-spot surveys unless there is reasonable 
certainty that the project under study is technically feasible. At the moment 
there is no permanent machinery for the preparation of detailed prospectuses 
and evaluations relating to foreign investment opportunities and distribution 
of same to possibly interested managements in the United States. Therefore, 
it is urged that the International Cooperation Administration employ on a 
semipermanent basis technical-management consulting and research firms to 
seek out investment opportunities abroad, to evaluate them, and to prepare 
detailed prospectuses for circulation in the United States. Persons employed 
directly by the United States Government should not attempt this activity, 
for their information will be suspect by management. Related to many invest- 
ment opportunities are sensitive or controversial matters, and a Government 
employee dare not speak candidly for the record. Also, there is doubt that 
the Government can secure an adequate number of skilled personnel for the 
job, given official pay scales and security requirements. 

Donald K. David has urged that Government and business work in partner- 
oy in promoting economic development abroad. He explains how this might 

one: 

“This means that much of our aid would be extended in terms of specific 
developmental projects, with American firms having skill and experience in 
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the field being retained by Government, at a reasonable fee, to assume responsi- 
bility for each such project in its entirety. The responsibility would extend 
all the way from assessing the soundness of the projected enterprise to or- 
ganizing the company, securing its financing, building the plant, developing 
its market, and finally, recruiting and training local people to move in and 
carry on the enterprise.” ” 

He goes on to suggest that the contracting company not be required to invest 
its own funds but, if it so desired, it should be permitted to acquire at least 
minority interest. 

Though our study indicates that it is doubtful that many managements would 
respond to such opportunities, a tax exemption on income derived from foreign 
investment (as defined above) might induce the necessary interest. Also there 
is no compelling reason why David’s program need be limited to American 
management. The assistance of both western European firms and local firms— 
wherever competent managerial ability were found available—could be enlisted. 
Even now, of course, in the case of large-scale undertakings—such as a hydro- 
electric project, a highway, a railroad, a major port improvement—private 
American or European firms are very frequently placed in charge of engineering 
and construction. But what of operation? Frankly, it is difficult in a number 
of instances to see just how private foreign management might fit into the 
picture. The operation of such public services often lies in the domain of 
the foreign government. And perhaps rightfully so. Yet a very large portion 
of our foreign economic aid is very reasonably channeled into such “social over- 
head” projects. Nonetheless, David’s suggestion has merit in relation to the 
investment of aid funds in the development of new industrial enterprises— 
cement, steel, paper, canning, etc.—so long as the foreign government acquieses. 
Also, there is nothing to rule out the use of management contracts in the case 
of public utilities into which aid funds have gone—again, providing the local 
government is willing. 

But above and beyond these suggestions, the actual replacement of ICA 
administrative groups in various countries with private management groups 
under contract to the United States Government has distinct appeal. There is 
much to be said for contracting such a firm as Arthur D. Little to take over 
the whole job of administering aid in country X; the Stanford Research Insti- 
tute, in country Y; and so on. Certainly such management groups would— 

Be more alert to opportunities for private foreign investment; 
Be more insulated from intergovernmental political pressures ; 
Be less vulnerable to charges of economic imperialism ; 
Be able to attract more competent personnel ; 
Be more flexible in regard to personnel policies generally—pay, security, 
transfer, etc. ; 
Be less likely to permit the use of aid merely to subsidize dollar imports 
from the United States; and 
Be more sensitive to the problems confronting the development of private 
projects, whether foreign or local. 
Judging by the comment made by a number of executives during the course of 
our inquiry, we feel that the use of private management groups in place of 
official ICA teams abroad might be very useful in developing more attractive 
foreign investment climates from the point of view of many American manage- 
ments. It is therefore urged that this approach be tried out in 1 or 2 countries 
and if proven satisfactory, be employed wherever conditions permit. 


The international corporation 


It is quite apparent that many persons abroad believe private foreign enter- 
prise to be but the forerunner of foreign political interference and pressure. 
And very frequently it has been; the fiag has followed the dollar. During the 
course of this inquiry many executives commented on the suspicion surrounding 
a United States business enterprise in many parts of the world, its vulnerability 
to nationalist pressures, and the constant threat of regulation to the point of 
expropriation. Real or imagined, the risks are felt to be greatly heightened by 
this aura of suspicion and implied threat. One difficulty is that it is impossible 
to denationalize a corporation. Even though its stock might be held by the 
nationals of several different countries, still it must be registered some place. 


2774 Plan for Waging the Economic War (Committee for Economic Development, New 
York, 1958), an address before the Business Advisory Council, October 17, 1958. David 
presented similar suggestions at the Harvard Business School on September 5, 1958. 
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If that some place is the United States, then many United States laws and 
regulations follow it to its overseas operation, whether they have to do with trade 
restrictions (for example, with Red China), credit squeezes (for example, 
Egypt), taxation, or antitrust matters. So long as business is a national entity, 
there is no way to insulate it against political pressures and the extraterritorial 
application of national law. And yet, why should United States law—or the 
law of any one country—control the operations of internationally organized 
corporations? National law is clearly both inappropriate and inadequate. 

So as to denationalize truly international business organizations, thereby 
insulating them to a degree from political pressures and making them more 
acceptable to foreign governments, it is urged that consideration be given to 
the idea of authorizing either the International Bank for Reconstruction and 
Development or the International Monetary Fund to charter international cor- 
porations and to regulate them in the general interest. (It is very likely that 
something resembling an international securities exchange commission and an 
international securities market would be necessary adjuncts.) To qualify for 
registration as an international corporation, a firm might be required to show 
that something like 60 percent of its capital stock was owned by nationals of a 
different country—or countries—than that of the owner or owners of the other 
40 percent. There might be the additional stipulation that 60 percent of the 
total business of the corporation must be transacted outside-of the country in 
which the largest block of equity is held. In this context, the place at which 
business is transacted should be equated with the citizenship or customary 
residence of the ultimate consumer of the goods and services produced. Certainly, 
the international corporation should not be permitted to become merely a device 
by which national corporations could evade local responsibility. 

These details are merely suggestions ; obviously the concept must be thought 
through by a group of experts. But if business is to become truly international, 
then some mechanism as that suggested is clearly required. One cannot reason- 
ably expect the Arabs, for example, to capitalize their oil concessions in exchange 
for equity in an American oil company that is regulated by United States law 
and required to adhere to United States political policy in any crisis situation. 
But if these companies were in fact international in ownership, and registered 
and controlled as such by an international agency, then this type of organiza- 
tion might be very much more palatable. And one could then start building 
mutuality of interest across international frontiers within the context of business 
organization on a really massive scale. Presumably such corporations would not 
be subject to the laws of any one nation, though of course their operating sub- 
Sidiaries would necessarily comply with local law. These corporations would 
be beyond the pall of national taxes until earnings were distributed. 


Clarification in the antitrust field 


Although demonstrated in this inquiry not to be a critical factor in many 
foreign investment decisions, present confusion over the legal status of interfirm 
relationships in the international field does contribute substantially to the general 
shroud of illegality with which international business seems cloaked. If this 
feeling is reported in the United States, how much more illegitimate international 
business must seem to others? Also, in order to render legally possible certain 
other recommendations made here, some modification of present antitrust law is 
clearly required. 

The Attorney General’s National Committee to Study the Antitrust Laws 
concluded, “Manufacturing or distribution activities carried on abroad jointly 
by American firms alone, or combined with foreign competititors, should be up- 
held unless they create unreasonable restraints on the commerce of the United 
States.” * The committee found nothing in the law or any relevant controlling 
court decision contrary to this principle. 

The committee went on to transmit several suggestions made by various agen- 
cies of Government as to how the present situation might be improved. Out of 
these, two would seem both important and relevant to business decisions. The 
Department of Commerce urged that consideration be given to authorizing some 
administrative agency outside the Attorney General’s Office, perhaps the Com- 
merce Department or the Federal Trade Commission, to grant limited exemption 
from the antitrust laws for private foreign investment arrangements. Commerce 
Department spokesmen declared : 


*° Report of the Attorney General's National Committee To Study the Antitrust Iaws 
(U. 8. Government Printing Office, Washington, 1955), p. 90. 
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“Careful limited exemptions tailored to the needs of each case might be helpful 
in coping with problems in a particular foreign country or in special international 
comity, trade, or investment situations, and still not do violence to accepted prin- 
ciples and purposes of our antitrust laws. Precedent and experience for this 
suggestion may be found in our war-production practice and in current activities 
under the Defense Production Act to assist programs for preserving the supply 
of critical and strategic materials from abroad.” * 


Surely of no less importance than defense production is assistance to programs for 
preserving the liberal economic concept, an even more vital national interest than 
a supply of critical and strategic war materials. In many small national markets 
only combines of companies can undertake local production. No single company 
is willing to make the jump. If it did, and a competitor were to follow, the mar- 
ket—already small—would be too small for anyone to operate profitably. Several 
situations of this nature were reported in our investigation. Given the chronic 
dollar shortage facing many of the underdeveloped nations, continued sale via 
export from the United States of anything that might be produced locally is out 
of the question. If American companies are not allowed to combine to produce 
locally as export becomes impossible, European and other firms most certainly will, 
in which case the import of competitive products (including those from the United 
States) will probably be outlawed by the host government. Should not we permit 
the government concerned to determine how it would prefer its economy to be 
organized rather than imposing out domestically oriented concepts? 

The Attorney General’s Committee also reported a suggestion emanating from 
the Foreign Operations Administration, specifically that there be “some pro- 
cedure whereby prospective investors abroad may be advised on a determina- 
tion under all relevant government policies that their plans are either approved 
or disapproved.” “Such a review procedure,” the statement continued, “is not 
likely to be effective unless favorable governmental findings can be made useful 
whether as a degree of protection against antitrust litigation on the facts thus 
reviewed or at least as an admissable part of the record of any such litiga- 
tion.” Quite apart from the idea of a general official approval or disapproval 
of investment projects, the review concept is probably not worthwhile even if 
a clearance were legally binding. As present practice now shows, the Justice 
Department is unwilling to give prior opinion in any doubtful case. Yet, it is 
precisely the doubtful case on which opinion is required. Further, few manage- 
ments are willing to draw attention to themselves when in doubt as to the 
legality of an association which, from a business point of view, is attractive. 

We suggest that written into the present antitrust legislation should be a 
provision exemping United States nationals or corporations from liability under 
the law in respect to cartels and monopolies entered into or established in spe- 
cific national markets abroad with the full knowledge and permission of the 
foreign government concerned. Official approval by the foreign government 
would constitute an absolute bar to prosecution in the United States. It must 
be presumed that foreign governments are better able to protect their respective 
national interests than is the United States Government and that permission for 
the establishment of cartels and monopolies would not be granted by them in 
situations where competition was possible. Granted, a few cases might arise in 
which an American firm had clearly induced a foreign government—by fair 
means or foul—to act contrary to its own national interest, but these cases 
would surely be insignificant in number. And with the first change of admin- 
istration, it is likely that a permission so secured would be revoked. 

Also, specifically written into the legislation should be a provision that 
American nationals or legal entities participating in an international corpora- 
tion (see preceding section) shall not be liable under United States antitrust 
law for any act of the international corporation. Such exclusion would not, 
however, exempt the same individuals or entities from liability in connection 
with acts of a domestic American subsidiary of an international corporation, 
providing it can be shown that they possessed the authority to prevent these 
illegal acts. 


Freeing insurance funds 


In view of New York State legal restrictions in respect to the capacity of 
insurance companies to invest in foreign securities and the tendency of such 


28 Report of the Attorney General's National Committee To Study the Antitrust Laws 
(U. S. Government Printing Office, Washington, 1955), p. 90. 
7° Tbid., p. 97. 
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companies to restrict the foreign investments made by their corporate obligors,” 
it is urged that some method be found whereby private corporate borrowers 
could secure a United States Government guaranty which might circumvent 
these restraints. Also, a ruling should be given as to the legal effect in this 
respect of an ICA investment guaranty covering the risks of inconvertibility of 
profits, expropriation, and war loss. Could not such insured obligations be 
accorded the same legal status as those of the International Bank for Recon- 
struction and Development[{ Such devices might help pry loose insurance funds 
for overseas investment. 


A trade policy in support of international business 


Though the focus of our study was on investment, not trade, it is nonetheless 
unrealistic to separate the two. Both are integral parts of international busi- 
ness ; a program that deals with one must deal with both. It should be borne in 
mind that the products and services sold by the foreign subsidiaries and associ- 
ates of United States firms probably exceed by a substantial margin the volume 
exported from the United States. Foreign trade should not be equated with 
exports. In a growing number of cases the protection of domestic firms through 
import quotas and tariffs is detrimental to American-owned business enterprise 
abroad. Indeed, some American managements have become inarticulate on 
these subjects because they find their own interests so conflicting. An executive 
in one internationally oriented chemical company commented: “When we are 
faced with foreign competition in the United States, we do not run to Washington 
for protection. We start thinking about foreign production.” 

In the long run, United States Government should pursue five objectives in 
the foreign trade field: (1) Stimulation of world trade generally ; (2) protection 
of vital security interests of the Nation; (3) easing of the transition of labor, 
capital, and management from one industry into another when a United States- 
based industry becomes noncompetitive with foreign products; (4) support of 
United States business when it faces noneconomic competition from foreign 
interests (i. e., politically motivated sales or purchases unrelated to cost of 
production or economic contribution); and (5) stabilization of the prices of 
basic commodities in international trade. 

The detailing of steps to accomplish each of the five is clearly outside the scope 
of this study. But to emphasize the close interrelationship of all aspects of 
international business and the need to include all within a logically consistent 
and adequate program for international business, we do suggest some general 
directions. 

The stimulation of world trade generally must stem from a policy of ever 
moving toward free trade insofar as the United States is concerned. There is 
compelling reason, on the other hand, for the adoption of protectionist policies 
by underdeveloped countries. Given the relatively small national markets, low 
level of skills, high cost of capital, and inadequacy of overhead services (i. e., 
power, transport, storage, etc.) in these states, the “infant industry” argument 
is convincing. In most areas of production, the competitive advantage in a free 
market situation is with the United States and Western Europe, not with the 
so-called cheap labor areas. (Admittedly, much more research on the subject of 
comparative costs is needed to define precisely the areas of competitive advan- 
tage and disadvantage.) The very fact that the vast majority of American 
managements have strenuously resisted investment in foreign manufacturing 
facilities, often on competitive economic grounds, supports our thesis. Manage- 
ment after management reported that if there were no trade and exchange con- 
trols, investment in foreign plants would be out of the question; the plants would 
not be competitive with West European and American industry. It follows that 
a low tariff policy by the United States cannot be based on complete reciprocity by 
the nonindustrialized nations. 

As part of a general free trade policy, we should make very certain that any 
restrictions imposed on the destiny of American exports in fact support vital 
American interests. The politically motivated embargo on trade with Com- 
munist China should surely be lifted and restrictions on China trade made to 
coincide with those imposed on trade with Poland and the Soviet Union. So long 
as there are rail connections between Warsaw, Moscow and Peiping, the total 
embargo on China trade neither makes sense nor can it be made effective. At 
the very least we must recognize that the foreign subsidiaries of United States 
firms must operate under the laws of their host nations, including permissive law 


% See ch. XI for details. 
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and regulation. If local law, pursuant to official policy, imposes no restrictions 
against trade with Communist China, surely the United States Government 
should not impose its policy. The theory that United States law follows its 
citizens overseas into foreign business ventures—even when incorporated under 
foreign law as foreign legal entities—is indefensible within the context of present- 
day international relations and our own political philosophy. 

In principle, the United States should assume a protectionist trade posture 
only when vital security interests are involved. It may be wise to prevent cer- 
tain critically important industries from disappearing from these shores, but 
surely the number warranting public subsidy is limited. Support of higher con- 
sumer price and lower capital-labor efficiency through tariff protection consti- 
tutes just that—public subsidy. In fact, present tariff mechanisms are prob- 
ably adequate to protect vital security interests. But the escape-clause provisions 
designed “to protect or remedy serious injury” to domestic industry arising from 
foreign competition should probably be used, not as a basis for tariff protection, 
but to set into motion a scheme of Federal aid to the injured industry (in the 
form of community and technical studies, retraining of labor, low-interest loans, 
and temporary subsidy). The purpose of this aid should be to enable the af- 
fected firms to shift into new products, new industries, and perhaps to new 
sites. In the long haul, such one-shot aid would be much less costly to the Ameri- 
can public than continuous tariff protection to a mounting list of industries. 

Congressman Thomas B. Curtis introduced in the 85th Congress a bill to estab- 
lish the United States Trading Corporation,” a device through which Federal 
support might be given to American firms when and if they are faced with non- 
economic foreign competition. Particularly in mind was the politically moti- 
vated trading activity of the Soviet Union, such as the purchase of Icelandic 
fish or the sale of aluminum. The Trading Corporation, a Government agency 
possessing its own capital (derived from public appropriation), would come into 
the act only if it were possible to prove beyond reasonable doubt— 

(1) That a foreign interest was either selling significantly below cost or 
purchasing at a price well above the economic value of the commodity con- 
cerned ; 

(2) That the transaction was important enough the cause serious injury 
to the American industry if permitted to continue ; 

(3) That the price differential did not simply reflect a more efficient pro- 
duction or more efficient use of the commodity in question. 

Adequate safeguards should be built into the mechanism to prevent the use of 
public funds merely to subsidize inefficient domestic producers or to disguise the 
exploitation of foreign producers by American buyers. ‘Also, due care must be 
exercised to assure that the United States does not make itself even more vul- 
nerable to extortionist tactics by foreign governments. They might claim, 
“Hither you sell (or buy) at our price or we will do business with the Russians,” 
when in fact neither the Russians nor anyone else had made a noneconomic offer. 
In any event, Government aid should stop promptly when any of the above 
conditions ceased to exist. 

The activities of the Corporation should also perhaps be extended to the 
granting of low-interest loans (1% to 2% percent) for foreign investment pur- 
poses by United States companies when it could be demonstrated that a Soviet- 
bloc government had offered a political loan at an abnormally low (i. e., 
noneconomic) rate of interest for a similar project. 

The problem of stabilizing the price of basic commodities moving in foreign 
trade is of vital concern to many underdeveloped countries, particularly those 
whose economies rest heavily upon a single or very few commodities. Present 
efforts at multilateral international control are probably doomed to frustration 
for reasons we do not need to explore here. Possibly a multicommodity ap- 
proach would be more fruitful. In such case, nations relying upon the export 
of one or very few basic commodities might join in an international com- 
modity bank, through which all international sales of given commodities by 
member states would take place. Each nation concerned would in effect con- 
stitute a stockholder of the bank to the extent of its annual contribution of 
basic commodities, the relationship of commodity values being established by 
initial concensus and subject to later change only with the bank’s consent. 
(Commodity exchange prices might be controlled in a manner very similar to 


“A bill to establish a United States Trading Corporation to meet the challenges of 
attempted Soviet penetration of world markets and for other purposes.” Introduced on 
August 18, 1958. Referred to the House Committee on Foreign Affairs (no action taken). 
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the control of monetary exchange rates by the International Monetary Fund.) 
Shareholders’ earnings would be determined by the earnings derived from the 
sale of all the commodities, thereby linking the economies of all member states 
to all commodities involved. We thus move forward along the road of interna- 
tional economic integration. 

These or similar devices are surely demanded in the interest of maximizing 
international trade, protecting free enterprise from noneconomic and politically 
motivated competition, and in integrating the economies of the underdeveloped 
countries with the more developed, non-Soviet states. 

Avoidance of public-private conflict 

When the Foreign Operations Administration suggest that “there is need 
for some procedure whereby prospective investors abroad may be advised 
on a determination under all relevant Government policies that their plans are 
either approved or disapproved,’ ” one cannot help but suggest that similarly 
all relevant Government policies should be submitted, prior to their implemen- 
tation, to responsible business associations for approval. Clearly, neither pro- 
cedure is in the interest of either free business enterprise or democratic 
government. 

Under present circumstances it is unreasonable to expect private companies 
anticipating foreign ventures even to submit their plans to Government agencies 
for comment—let alone approval. It is similarly unrealistic to expect Govern- 
ment agencies to submit their decisions for business comment. In the first place, 
there is no recognized channel of communication. In the second place, neither 
group—Government nor business—is really convinced emotionally—as to the 
identity of its long-run international interests with those of the other. As a first 
step in breaking out of this stalemate, a Government invitation to both the For- 
eign Business Service and the Institute of International Business to establish 
permanent liaison offices within the Department of State and Commerce is urged. 
(The use of both institutions would somewhat lessen the danger of a monolithic 
type of authority developing. ) 

Such liaison offices would serve two principal purposes: (1) to communicate 
business views and long-run interests to those conducting official foreign relations 
and (2) to communicate the official point of view to interested business groups. 
A number of business men have mentioned the difficulty of getting a sympathetic 
hearing in official Washington, whether it be on the absence of official support 
for legitimate American business rights in Morocco, the use of Export-Import 
Bank loans as political leverage, the politically inspired freezing of Egyptian 
funds in the United States, or the enforcement of United States trade controls 
on the Canadian subsidiaries of American firms. On the other hand, the Govern- 
ment would be in a very much stronger position to muster support among the 
business community were more effective channels of communication operating. 
Cases in point might be the reciprocal tariff legislation, foreign aid, and techni 
cal assistance (witness the reluctance of the steel industry to play host to Indian 
technicians). 

COMMENT 


»articularly in matters relevant to international relations, business (including 
labor), education and Government must move in partnership. The United States 
Government, as the representative of all the people, must in the final analysis de- 
termine national policy and defend national interest. But the actual sinews of 
international relations are—and will be even more so in the future—technical 
and managerial. By definition, the United States Government itself cannot ex- 
port and sustain the libera! economic concept. If it be in the vital national in- 
terest to make that concept a viable alternative to the totalitarian approach to 
the problems of the awakening underdeveloped nations, then dedicated men must 
emerge from American business, labor, education, and Government to join in an 
immense sustained effort, an effort which must transcend narrow, short-run, 
group and factional interests and doctrinaire attitudes. 

If America has a manifest destiny and is not merely a hopeful first sentence of 
a not-yet-to-be-written chapter of human history, that destiny may be the realiza- 
tion of worldwide ascendency of liberalism—of a universal regard for the dignity 
and integrity of the individual—the ideal toward which men have so long 
struggled. The realization of that magnificent destiny depends almost entirely 
upon how deeply we believe in ourselves and in the ideals of our own tradition 


32 Tbid., p. 97. 
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and how closely we can relate those ideals to the forces which move the non- 
Western peoples. We suggest that the institutions of socially responsible ‘busi- 
ness are the most effeetive device for effecting that relationship. But the process 
is not automatic. We must bend our ingenuity to this central task and not divert 
our energy to the trivial, the transient, and the defensive. 





MEMORANDUM OF VIEWS AND RECOMMENDATIONS SUBMITTED BY JOSEPH S. CARDI- 
NALE, PARTNER IN THE LAW FIRM OF MOMSEN & FREEMAN, NEW YORK, N. Y., 
WitH RESPECT TO THE SUBJECT OF UNITED STATES PRIVATE FOREIGN INVESTMENT 


The term “foreign operations” forms an important part of the everyday 
vocabulary of many American firms, and will assume an even more widespread 
use as its growing significance and impact are understood. Both large and small 
companies must realize the increasingly important role it will play in the years 
ahead not only as an essential element in their continued expansion, but even 
with respect to survival in some instances. 

Expansion has become the primary objective of American business. This 
indispensable factor, as well as the more recent concept of diversification, must 
be present continually in the thinking and planning of an alert and farsighted 
management, and in the immediate future will signify and require the extension 
of operations and activities into many areas of this rapidly changing and con- 
tracting world in which industry and commerce will know no borders. 

A study of present world developments and trends, and a reasonable and logi- 
cal projection thereof during the second half of this century, indicate the evolu- 
tion in the not too distant future of many new and expanding markets that, 
collectively may have a potential greater than that of the United States. The 
increasing and varied opportunities these markets will offer with respect to ex- 
ports and the manufacture locally of products either through direct investment 
or license arrangements, as well as the many activities necessary to service the 
foregoing, will be the object of intense and growing competition on the part of 
both American, European, and Japanese business interests. 

In this contest for position, our foreign competitors have the invaluable psy- 
chological advantage of compulsion and necessity, for to them overseas trade and 
investments have an immediate and vital significance and may well mean eco- 
nomic survival, whereas to the United States, at least up to the present, export 
markets and foreign operations generally have been a matter of casual or 
secondary importance, except for a number of farsighted American firms already 
in substantial and expanding operations abroad. Not only must we bear in 
mind the competition of friendly nations, but particularly, at this time, the 
insidious efforts of the Russians in the field of economic warfare. 

The American attitude and approach is changing, but the future requires an 
even more substantial and radical change for the continued economic and polit- 
ical leadership of the United States is involved and will be dependent upon the 
extent to which American business interests realize and avail themselves of the 
opportunities ahead and establish and expand operations abroad. 

Foreign trade and investment of necessity involve both the interests of private 
business and government, and in a real sense are interdependent. To the extent 
that American business is able and willing to increase its activities and invest- 
ments abroad, they facilitate the foreign policies and objectives of the United 
States Government. On the other hand, we must not lose sight of the important 
and basie fact that because the area involved is international, the Government 
role bears directly upon every effort or step taken by business interests. Con- 
sequently, the United States Government must make every effort to eliminate 
obstacles and deterrents to the overseas operations of American firms and in 
addition provide every facility and incentive to assure not only the continuance 
of existing overseas activities but their expansion and the further investment 
of capital and know-how at an accelerating pace. 


I. Why must United States business accelerate and expand its overseas oper- 
ations? 
A. A fast-shrinking globe in which the time factor in transportation is dis- 
appearing fast, and which in a matter of a few years will witness the following: 
1. Worldwide production, sales and service operations. 
2. Increased and intensified competition from United States and foreign 
sources as to world markets. 
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3. An increasing and widespread penetration of the United States market 
by European and other foreign business interests with respect to manufac- 
turing and sales activities, as well as services. This trend has begun and 
may well be one of the most significant developments of the future. 

B. United States business faces the hour of decision comparable to that with 
which so many firms were confronted during past years with respect to nation- 
wide expansion. This time the decision will be as to worldwide expansion. 

C. The sands of time have begun to run and the time schedule for many Amer- 
ican business firms is opportunity now and necessity within a comparatively short 
time. 

D. In the future, worldwide expansion may well be the measure of success for 
many firms and even survival for others as increasing competition breaks across 
borders. 


IT. What are the reasons American capital goes abroad? 


1. A natural and logical extension of the policy of growth and dynamic expan- 
sion and diversification which is basic to United States industry. 

2. The continuing search for new markets and more economical ways of doing 
business. 

3. Increasing knowledge of the favorable experiences of other firms with for- 
eign operations. 

4. United States Government interest in improving economic conditions in 
underdeveloped nations and the request to private industry to implement Govy- 
ernment policy by increasing foreign investments and operations. 

5. Increasing need of United States to secure overseas sources of supply of 
raw materials especially oil, minerals, etc. 

6. The existence in foreign countries of exchange or import restrictions limit- 
ing or barring the importation of products. 

7. The desire to be one step ahead of United States or foreign competitors 
(manufacture instead of exporting). 

8. The desire to compete favorably with other firms, both United States and 
foreign, which already have operations in particular countries. 

9. The desire to protect or expand an already existing market—in the former 
ease even if profits at times cannot be remitted. 

10. The need and request of foreign manufacturers for United States know- 
how, technology, and capital. 

11. Snecial concessions of foreign governments as inducement to investment. 

12. The increasing impact of modern air transport. 

13. Despite the finest mass production facilities in the world and the growing 
use of automation, many of our manufactured products have become marginal 
as far as price is concerned for the following reasons: 

(a) High cost of labor, and the trend in this respect is for even higher 
costs, thus pricing many products out of export markets. 

(b) Increasing industrialization of countries which have been markets 
for our manufactured products, aided by much lower labor costs and special 
Government incentives and concessions. 

(c) The tendency toward Common Market areas and their growing im- 
pact and effect once established and underway. 


IIT. What are the effects of such investment on the host country and particularly 
underdeveloped countries? 


. Contribution to economic growth of country. 

Saving or earning of foreign exchange. 

Increased foreign government tax receipts. 

Improved working conditions and model for imitation for local firms. 
Increase in gainfully employed working force. 

6. Increased wages—higher than local scale. 

7. Brings about development of many other industries and businesses locally 
which service or are adjuncts to the United States operations, such as suppliers 
and subcontractors, etc. 

8. Improved standard of living. 

9. Extensive technical and business education and training of local per- 
sonnel—training in United States. 

10. Creates competition and stimulus for locally owned business interests. 

11. Since underdeveloped nations are not in position to develop natural 
resources or to undertake industrial projects due to lack of— 

(a) Capital. 
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(b) Modern technology and know-how. 
(c) Trained labor force. 
bind can only turn to private business interests of highly developed nations 
an us: 

(a) Bridge tremendous gap and accelerate their development, which 
otherwise would be delayed many years, and 

(b) Be in advantageous position to secure and benefit from modern 
industrial technology and know-how within relatively few years and at 
less expense and effort, as compared with longer period of time and con- 
siderable expense and effort incurred by highly developed nations, 


IV. What are the effects of such investment upon the United States investor? 


1. Ability to overcome local exchange or import restrictions. 

2. Development of expanded market for its products. 

3. As part of expanding economy, opportunity to grow and attain status in 
market comparable to the United States position. 

4. Improved earnings position in particular market. 

5. Possible utilization of production facilities in a particular area to supply 
other foreign markets in which United States source goods cannot enter because 
of exchange restrictions. 

6. Opportunity to show the particular foreign country and the world how 
the United States system of free enterprise functions and benefits the economy 
of a nation and the welfare of its people. 


V. Do foreign investments have any injurious effect upon the economic, political, 
or social conditions or development of the country in which operations are 
located? 

A. Generally speaking, No. May have been true in the past, and possibly 
to some extent in a very few instances now, as to a particular United States 
company or field of activity. 

B. Any possible injurious effects are insignificant as compared with results 
and the benefits to a country as indicated in IIT above. 

C. Obstacles or objections raised by nationalistic or other elements as to 
foreign investments and operations, 

1. These are primarily— 

(a) Psychological or politically expedient objection to anything foreign— 
regardless of merit. 

(b) Lack of understanding or misinformation as to effects of foreign 
investments. 

(c) Influence of demogogic or communistic elements in order to serve own 
ambitions and to sabotage economy. 

(d) Low educational level of inhabitants which makes them either unable 
to understand true effects of foreign investments or easy prey for propaganda 
of elements mentioned in C, above. 

(e) Fears and erroneous impressions as to possibility of foreign invest- 
ments resulting in take over of politics and economy of nation and relegation 
of nationals and their interests to subservient position. 

(f) Mistaken belief or fear that foreign interests will make extraordinary 
profits and “bleed” exchange availabilities of country in remitting same. 

. How serious are these objections or obstacles? 

(a) Depends upon country involved, although not of serious consequence 
in most countries. 

(b) In some cases, aspect of “growing pains,” and political and economic 
immaturity, and of relatively minor consequence, and of short duration. 

(c) In other cases, can be serious matter, which could require careful 
consideration and study as to risks involved. 

(d) In varying degree, depending on seriousness of situation in particular 
country can result in discriminatory or restrictive legislation or regulations 
which may: 

1. In case of existing operations— 
(a) Complicate or make same uneconomical. 
(b) Cause change in method of operation. 
(c) Foree either curtailment, modification or abandonment of 
plans for expansion. 
(ad) Compel withdrawal. 
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2. In case of proposed venture may lead to postponement or abandon- 
ment of same, or entrance into market on more modest scale, or in asso- 
ciation with local interests. 

D. The need for presenting the true story of the beneficial effects of United 
States investments on foreign countries and the actual record of repatriation of 
capital and remittance of profits. 

1. As a means of counteracting the efforts of nationalistic elements. 

2. In order to create a receptive attitude on the part of the local government 
and the public both as to the proposed venture and the products when manu- 
facturing begins. 

3. An effective and widespread international public relations job is required 
in interests of United States investors, United States Government and the Gov- 
ernment and people of foreign countries in which investments are located, and 
as a preliminary to a new investment and as a continuous follow-up thereafter, 
requiring the following : 

(a) The realization on the part of United States firms investing abroad, 
that their public relations in a foreign country with the government, 
the public, and their own employees is of utmost importance and a positive 
and long-range program in this respect is necessary. 

(6b) Stressing the benefits to the foreign country, indicated in III, or any 
other special benefits resulting froma particular operation. 

(c) Information with respect to the general policy and practice of United 
States firms to plow back earnings, especially during the early years of an 
operation, and even thereafter in order to develop new products and 
processes, and for expansion to meet the increasing demands of a growing 
economy. 


VI. What are local factors that condition or bear upon the climate for invest- 
ment within a foreign country? 


A. What is the historical background of treatment of foreign capital in the 
foreign country? 

B. What are the present laws and regulations governing the investment of 
foreign capital, and with respect to the eventual repatriation of capital, and 
remittance and dividends and profits? 

C. Is adequate and fair provision made for such repatriation or remittance 
of capital and profits? What assurance, if any? 

D. Are foreign investors accorded the same or similar treatment as in the 
case of investments made by nationals of the particular country? 

E. What limitations, if any, are placed upon the employment of foreign 
technical and administrative personnel necessary to the setting up and manage- 
ment of the operation; and what are the obligations assumed under local labor 
laws? 

F. What concessions, if any, are offered by the foreign government with 
respect to special tax and customs exemptions? i 

G. If required, can import licenses be readily secured for the importation 
of machinery, equipment, parts, and raw materials necessary to the setting up 
and maintenance of the operations? 

H. Will there be an adequate supply, in the foreign country, of raw mate- 
rials, component parts, ete., to insure a continuous operation, or, if it is necessary 
to import some of these, what assurances, if any, are there of obtaining them, 
insofar as the future is concerned? 

I. Are any limitations or restrictions placed upon the ownership, control, 
and management of the operation by foreign interests, and if so, how serious 
is this? 

J. Is authorization or approval of the foreign government required with 
respect to the proposed investment, and also what requirements are there as to 
registration of capital, license agreements, etc. 

K. The impact of local taxes and their bearing on the question of a United 
States foreign tax credit. 

L. The existence and effect of any laws regulating or controlling business 
activities. 

VII. Obstacles that stand in the way of new and expanding investments 
A. In foreign countries.— 
1. Past history of expropriation or nationalization or threat thereof. 
2. Restrictive laws and regulations governing the investment of foreign 
capital, the field or area of activity thereof, and, in the same cases pro- 
hibiting either total or foreign ownership of the operation. 
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8. Restrictions on the repatriation of invested capital and the remittance 
of profits. 

4. Discriminatory treatment of foreign investors as against local counter- 

arts. 

. 5. Limitations and restrictions imposed upon the employment of foreign 
technical and administrative personnel. 

6. Difficulties with respect to importation of machinery, equipment, parts, 
and raw materials necessary to the setting up and maintenance of the 
operation. 

7. Redtape, delays, and costs involved in securing government approval 
of proposed operation and required investment. 

8. Lack of political stability. 

9. Existence of or threat of extreme nationalism. 

10. Absence of adequate judicial proceedings or remedies to protect and 
enforce rights, such as the right to specific performance, injunction, re- 
straining order, etc. 

B. With respect to the United States—The obstacles and deterrents arising 
or resulting from United States policy or action are mainly two: 

1. The lack of realistic and sensible tax legislation with respect to for- 
eign investments. 

2. The growing impact and effect of the interpretation and application 
of United States antitrust laws in the foreign operations field. 

SpeciaL Nore.—With reference to VII B above, I attach to this memorandum 
a copy of an address I delivered on November 13 at a luncheon meeting of the 
international section of the New York Board of Trade which will set forth my 
views and recommendations as to the two factors which I believe are the most 
serious obstacles to the continuance and expansion of foreign operations abroad, 


ADDRESS BY JOSEPH §S. CARDINALE, OF MOMSEN & FREEMAN, AND CHAIRMAN OF 
THE INTERNATIONAL SECTION’S LEGAL AND Tax COMMITTEE, New YorK Boarp 
OF TRADE, INC., AT THE SECTION’S LUNCHEON OF NOVEMBER 13, 1958 


This past weekend, as I began to outline my talk for today, there came ta 
mind the interesting thought that the topic of taxation of foreign source income 
and the question of special tax incentives to stimulate increased foreign invest- 
ments probably have been the object of more reports of an official and nonofficial 
nature, than any other subject during the postwar years. Just to mention a few, 
you will recall : 

(1) The Gray report. 

(2) The Rockefeller report. 

(3) The Paley report. 

(4) The Randall report. 

(5) The Fairless report. 

(6) The Rockefeller Brothers Fund report, 1958. 

As you probably know, the end is not yet in sight with respect to similar studies 
and reports. Several weeks ago, Under Secretary of State C. Douglas Dillon 
announced the appointment of Mr. Ralph I. Straus of R. H. Macy & Co. to 
undertake a study which will cover among others, the question of tax incentives 
as a stimulus to increased foreign investments. My reference to the study to be 
undertaken by Mr. Straus is not intended in any way whatsoever as indicating 
or inferring that it is unnecessary. In fact, I welcome it and I am sure that 
it will contain many excellent recommendations, and I personally intend to 
cooperate to the fullest extent possible by making whatever suggestions I can. 

However, it would almost seem that official studies and reports have as a 
principal purpose that of removing immediate pressure by passing on the re- 
sponsibility to a study group, announcing the results with a great deal of fan- 
fare and then allowing matters to revert to a dormant state until pressure is again 
exerted at some time in the future, at which point the cycle begins all over 
again. 

Despite the many official studies and reports of past years, we find the situation 
more or less the same, with a great deal that still can and should be done. There 
is a reason for this unfortunate situation and the question is where does the 
blame or fault lie. 

First of all, we who are active and interested in the foreign operations field 
must share the responsibility, for we have not yet reached an agreement as to 
a single sound program to be submitted for congressional action. 
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Second, the executive branch of the Government, particularly the President, 
and my reference is not only to the present incumbent but to his predecessors, has 
not gone much beyond making recommendations from time to time. The respon- 
sibility at this level is for the failure to have given leadership and direction to a 
program that is vital to our foreign economic policy and objectives. 

Third, the Treasury Department must share in the blame for the failure, 
because of its apparent lack of real interest in a practical program of tax 
incentives with respect to the foreign operations field. 

Least of all can we blame Congress, for frankly, I felt that it has been more 
the case of Congress not knowing what to do because of the confusion in our 
own ranks and the lack of real interest and followthrough on the part of the 
executive branch and the Treasury Department. 

Placing the blame where it belongs, however, serves no other purpose than 
to set the record straight. The main thing is what do we now do and how can 
we best achieve our objectives. I believe that we have the example in what was 
done in the past session of Congress with respect to securing passage of the 
Reciprocal Trade Act extension. 

Taking a page from the campaign for the extension of the Reciprocal Trade Act, 
I would suggest the following: 

1. A special meeting of representatives from business foreign trade associa- 
tions, and top ranking officials of the Treasury, State, and Commerce Depart- 
ments, as well as members of the House Ways and Means Committee and the 
Senate Finance Committee, should be called by the President to establish the 
prime importance and urgency of a realistic and practieal legislative program, 
and to work out the basis of same and its implementation. 

2. We must get across to the President, the Treasury Department, and the 
Congress the need for immediate action based upon their actual understanding 
and realization of what the problems are in the foreign operations field and how 
vitally affected is the foreign economic policy and national welfare of the United 
States. 

3. As in the case of the Reciprocal Trade Act extension, the President must 
take personal hold of the project as one of immediate national interest and 
exercise continuous leadership in this respect. 

(a) The President must convince the Secretary of the Treasury as to the vital 
importance of the project, and enlist his complete support so that the Treasury 
Department may become a positive sponsoring and cooperative force in the 
campaign. 

(bd) In a similar manner, the President must secure the support and participa- 
tion of the Departments of State and Commerce. 

4. The efforts of the President and the interested departments must be directed 
along bipartisan lines, enlisting in this respect the leaders of Congress of both 
parties to sponsor and push for appropriate legislative measures. 

United States business interests active in the foreign trade and investment 
fields do not request or even suggest special treatment of foreign source income 
because they claim a preferred status as against domestic business interests, but 
rather because the investments and operations of United States firms abroad 
and the continued expansion of same at an accelerating pace are a matter of 
direct and pressing concern to the national welfare, and specifically involve and 
affect United States foreign policy and interests in both the economic and politi- 
cal fields. 

If the United States is to continue its lead position among the nations of the 
world, and this is becoming more difficult and costly, the Government must do 
a great deal more than just urge increasing investments and a greater flow 
of technical assistance abroad by American business. We have seen this ple: 
made on so many occasions during the past, that each time I hear it, as occurred 
again early this week when the President addressed the Colombo Plan Con- 
ference in Seattle, Wash., I am placed in the confusing situation of being dis- 
turbed and amused at the same time. The President called for greater emphasis 
on private investment and a wider sharing of technical skills, and stated that the 
resources of American private capital are far larger and the Government is 
studying how best to bring this about and that he is confident that methods will 
be discovered of enhancing the constructive role of private investments in this 
respect. 

I do not, in any way, criticize the President for his recommendations. In 
fact, they are highly constructive and should be carried out. However, the 
Government must realize that the carrying out of these recommendations in- 
volves a partnership on its part and that of private business, a partnership 
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incidentally that Government has forced upon business by virtue of our tax 
system whereby it takes the lion’s share of the benefits to the extent of 52 
percent without assuming the corresponding obligations which a business partner 
would, not to speak of the financial investment ordinarily required. The Gov- 
ernment no longer can be a passive partner only interested in collecting its 
52 percent share of profits. If it desires that its voice be heard and its sugges- 
tions carried out, it must be willing and ready to immediately put through 
a realistic and practical tax program that will place business in the position 
of accelerating and expanding its investments and operations abroad. 

Please do not get the impression from these remarks that only a realistic 
and practical basis of taxing foreign source income will bring about increased 
investments abroad, for basically, it can only stimulate and create incentives, 
since economic feasibility still remains a main factor. 

In the brief time allotted to me, I should like to present a number of sugges- 
tions that I sincerely believe our Government can readily adopt, given the desire 
and the necessary effort and cooperation. For the most part, these are not new. 

1. The special 14-point tax benefit available at present to a United States eorpo- 
ration qualifying as a Western Hemisphere trade corporation should be extended 
on a worldwide basis. 

Furthermore, the narrow and impractical definition of the type of foreign 
income qualifying for the tax benefit (income from the active conduct of a trade 
or business), which at the present time excludes income such as royalties or fees 
from license agreements and technical assistance agreements, interest, and 
dividends, should be broadened to include the foregoing types of income. If it 
is in the interest of the United States Government to stimulate foreign invest- 
ment and loans and the flow of technical know-how and assistance abroad by 
American business interests, then it is logical and necessary that all income 
directly related to foreign investments and operations abroad be eligible for tax 
benefits. 

2. An effective program of tax incentives or benefits to facilitate and stimulate 
the investment of private capital and know-how abroad must include as an 
essential and logical part thereof the right of the taxpayer to deferral from 
United States taxation of profits, dividends, royalties, and interest resulting from 
operations abroad as long as such income is not brought back to the United 
States and provided that it is employed or reinvested in the expansion of existing 
foreign operations or the establishment of new ones, or is accumulated and 
eventually applied for such purpose. It should be possible to do this whether 
through a United States corporation specifically organized and utilized for the 
purpose, aS well as through a foreign corporation. At the same time, this right 
of deferral should be extended to foreign branches of United States companies. 

3. Under present provisions of the Internal Revenue Code, the advantages or 
benefits resulting from reductions of tax rates, or special exemptions from taxes, 
granted by foreign governments as an incentive to stimulate the entrance of 
capital and know-how, generally are either lost or impaired by virtue of the fact 
that the dividends, profits, and royalties derived are still subject to the full impact 
of the United States 52 percent rate, and as a result the primary beneficiary 
of the benefits accorded by the foreign governments is the United States Treasury. 

The practical and logical solution to this inequitable, and in a real sense 
improper situation whereby the United States Government unduly takes advan- 
tage of benefits to which it is not entitled and which are intended solely for the 
private investor, is to permit the taxpayer to whom the concessions have been 
made, to take and apply as a credit against the United States tax he is obliged 
to pay on the income from the particular country, the taxes which have been 
waived by the foreign government. In the absence of such provision, foreign 
governments are reluctant to grant concessions or exemptions with respect to 
taxes, knowing full well that the United States Treasury is the unintended 
beneficiary. 

The same situation exists with regard to tax treaties entered into by the United 
States with other nations. They should not be written so that the United States 
Treasury is the chief beneficiary, but should be so written as to benefit private 
business interests. 

At this point, I will briefly outline a proposal I should like to make and which 
I believe is entirely feasible and would offer the most effective stimulus for a 
maximum and continuing investment by American business abroad. 

1.. Income of a United States company resulting from export sales, which I 
would consider for this purpose as foreign source income, as well as any other 
foreign source income such as dividends from foreign corporations, profits from 
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foreign branches, royalties from foreign license or technical assistance agreements 
and interest from foreign loans, would be subject to the regular corporate tax rate 
of 52 percent and the corresponding tax paid when due. 

2. However, I propose that, with respect to such tax paid within any years, the 
taxpayer be given a tentative credit of 14 points (approximately 27 percent), to 
be applied against United States taxes due from the taxpayer in subsequent years. 
This tentative tax credit either in full or in part, as the case may be, would only 
become available for use and actually applied if and when the taxpayer is able 
to show and prove that such amount or amounts he wishes to utilize as a credit 
against future taxes due have in fact been invested by him in bona fide operations 
abroad, involving either manufacturing, services, retail or wholesale sales 
activities, or such other operations as are similar to or necessary to the fore- 
going, including such amounts as May be considered as investments with respect 
to undertaking foreign license or technica) assistance arrangements. 

8. Since my proposal, of necessity, would require certain safeguards or limita- 
tions to assure its bona fide use and to prevent undue use or advantage, I would 
suggest also 

(a) That any such credits against future United States taxes due from 
the taxpayer be allowed to accumulate, successively as to each amount 
occurring in any 1 year, for a period of 5 years, after the expiration of which 
5-year period any amount of tax credits not invested, as indicated previously, 
would be lost. 

(b) The investments in question, in order to qualify under my proposal, 
would require the submission with the tax return, for the particular year in 
which the credit is taken, of a certificate or some such similar official proof 
from the foreign government involved, certifying that the investment in ques- 
tion has received its approval and had in fact been made. 

(c) The tax credits in question would, of course, be nontransferable and 
unassignable. 

(ad) The tax credit benefit I propose would not be made available to United 
States taxpayers in addition to the present 14-point tax benefit provided for 
Western Hemisphere trade corporations operations or with respect to anys 
extension of same to other world areas, but rather would be available in lieu 
thereof; that is, both benefits could not be utilized at the same time. 

It is my considered opinion that the proposal I have just made is feasible and 
would offer the most effective inducement for foreignsinvestments, and would 
result in the greatest possible flow of United States capital and know-how. 

In closing, I should like to briefly discuss another aspect of the overall problem 
of removing obstacles to foreign investments and operations, which again is part 
of the gospel which we have heard this and prior administrations preach. I 
refer to the growing impact and effect of the interpretation and application of 
United States antitrust to the field of foreign operations. 

If the use of restrictive clauses and practices in the field of foreign operations 
are to be scrutinized and judged in the same manner and subject to the same 
criteria as if they were domestic in character, which now seems clearly estab- 
lished by court decisions, the impact and significance of this development are 
most serious not only as to the firms engaging in foreign operations, but also to 
the foreign economic policy of the United States, which this administration and 
several of its predecessors, have stated repeatedly, requires the continuous and 
increasing investment of American capital and know-how abroad. 

In the absence of any evidence to the contrary, it appears that the United 
States Department of Justice and the courts fail to realize or have made no 
serious attempt to understand that the interpretation and application of the anti- 
trust laws to the field of international operations cannot and should not be made 
on the same basis as in the case of domestic operations. 

No matter how effective and beneficial our antitrust laws may be in maintain- 
ing a highly competitive enterprise system in the United States, it is necessary 
to bear in mind that we cannot expect or insist that other nations, or our nationals 
operating within their jurisdiction, adopt similar patterns of business behavior, 
or that these patterns must follow American firms throughout the world. 

Many countries of the world, either are not ready politically or economically 
to adopt our system of antitrust laws, or refuse to do so because of their reluctance 
to modify or abandon business practices of long standing that have given them 
certain advantages particularly in the international field, which area of operation 
is of much greater importance to them than to the United States. A number of 
the more developed nations of the world have antitrust laws, but their provisions 
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either are weaker than those of the United States, or as a matter of policy are 
not enforced as strictly or as vigorously as contrasted with the United States. 

The unfortunate effect of the application and vigorous enforcement of United 
States antitrust laws in the field of foreign operations is that American business 
is placed in the difficult and embarrassing position of conducting its activities 
abroad under a cloud of uncertainty and two sets of rules that must be observed 
at the same time, as against one for its competitors. 

A reasonable and practical approach on the basis of the rule of reason, by the 
Department of Justice and the courts to the problem of the interpretation and 
application of United States antitrust laws to the field of foreign operations is 
necessary. This does not require that the approach necessarily be in the form 
of an exception or an exemption from their provisions, although this would be 
feasible and worthy of serious consideration. Rather it would involve a prac- 
tical and logical interpretation of the antitrust laws, which in fact would 
actually carry out the real intent and purpose of their existence, which is, to 
prohibit and prevent “every contract, combination in the form of trust or other- 
wise, or conspiracy, in restraint of trade or commerce—with foreign nations, 
ete.”, by applying the test of whether any act, practice or contractual provision, 
which per se is or might be in restraint of trade, actually and substantially affects 
the trade and commerce carried on by firms and individuals within the United 
States, and not on the basis of a possible or potential effect thereon. 

This problem of United States antitrust law enforcement in the foreign 
operations field, I recommend to you as requiring the same immediate attention 
and cooperative effort of business and Government, as I pointed out in the case 
of taxation of foreign source income. 


AMERICAN BAR ASSOCIATION, SECTION OF TAXATION, 
Washington, D. C., December 1, 1958. 
Hon. HAL Boaes, 
Chairman, Subcommittee on Foreign Trade Policy, 
Committee on Ways and Means, House of Representatives, 
Washington, D.C. 


Dear Mr. Boces: We understand that the hearings before your subcommittee 
on United States pri vatejoreign investment will include, among other things, 
views and recommendations with respect to the effect on such investments of the 
tax systems of the United States as well as foreign countries. 

The house of delegates of the American Bar Association has approved a 
recommendation of the section of taxation of the association for amending the 
definition of “Western Hemisphere trade corporation” in section 921 of the 
Internal Revenue Code of 1954. Several copies of the recommendation and 
supporting explanation are enclosed herewith. This was included in the 
recommendations which the writer submitted to the Ways and Means Committee 
on February 3, 1958. (See p. 2872 of the transcript of the hearings on general 
revenue revision January 7—February 7, 1958.) 

We respectfully urge that your subcommittee consider this recommendation 
and include it in your recommendations to the full committee. 

Sincerely yours, 
LEE F. PARK, 
Chairman, Section of Taxation. 


DEFINITION OF WESTERN HEMISPHERE TRADE CORPORATION 


Resolved, That the American Bar Association recommends to the Congress 
that the Internal Revenue Code of 1954 be amended to provide that in deter- 
mining whether a corporation qualifies as a Western Hemisphere trade corpora- 
tion purchasing activities outside of the Western Hemisphere should not be 
taken into account: and 

Be It Further Resolved, That the Association proposes that this result be 
effected by amending section 921 of the 1954 Code; and 

Be It Further Resolved, That the Section of Taxation is directed to urge the 
following amendment or its equivalent in purpose and effect upon the proper 
committees of Congress: 

Sec. 1. Section 921 (relating to the definition of Western Hemisphere trade 
corporations) is amended to read as follows. (eliminate the matter in black 
hrackets) : 
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“SEC. 921. DEFINITION OF WESTERN HEMISPHERE TRADE CORPORATIONS 


“For purposes of this subtitle, the term “Western Hemisphere trade corpora- 
tion” means a domestic corporation all of whose business (other than [inci- 
dental] purchases) is done in any country or countries in North, Central, or 
South America, or in the West Indies, and which satisfies the following condi- 
tions : 

“(1) if 95 percent or more of the gross income of such domestic corpora- 
tion for the 3-year period immediately preceding the close of the taxable 
year (or for such part of such period during which the corporation was in 
existence) was derived from sources without the United States; and 

“(2) if 90 percent or more of its gross income for such period or such part 
thereof was derived from the active conduct of a trade or business.” 

Sec. 2. The amendment made by Section 1 shall be applicable with respect to 
all taxable years beginning on or after January 1 of the year in which the 
amendment is adopted. 


EXPLANATION 


The Western Hemisphere trade corporation concept was enacted to encourage 
United States capital to invest in the Western Hemisphere outside of the 
United States and to put United States capital in that area on a competitive 
equality with foreign capital. Allowing purchases to be made outside of the 
Western Hemisphere by a Western Hemisphere trade corporation would seem 
necessary to effectuate these policies. Further, the present statute can be cir- 
cumvented through the use of a non-Western Hemisphere trade corporation to 
make purchases outside the Western Hemisphere followed by a resale on proper 
terms to the Western Hemisphere trade corporation ; it should be unnecessary to 
adopt such a procedure. 


STATEMENT BY JAMES H. STEBBINS, EXECUTIVE VICE PRESIDENT, W. R. Grace & Co. 


I am pleased to have this opportunity to express the views of our company 
on the very vital subject of promoting United States private investments abroad. 
As is well known, the foreign operations of W. R. Grace & Co. are concentrated 
primarily in Latin America where, actually, the company was founded. For 
this reason I would like to confine this statement to the Latin American area. 

The inquiry of the Subcommittee on Foreign Trade Policy is both timely 
and vital. As far as Latin America is concerned the subcommittee can render 
valuable assistance in bringing about a clearer understanding of the invest- 
ment problems involved and promote a fuller discussion of methods to encour- 
age new investments. 

I trust the subcommittee, in its study of this subject, will give special atten- 
tion to the Latin American area since this is where the largest amount of 
United States direct private investments has been made. The total is almost 
$9 billion. 

The Latin American countries are of great importance to the United States 
as a source of strategic materials with tremendous untapped reserves. These 
countries constitute a huge land mass that is twice the size of the United 
States. Total population is now larger than that of the United States and 
significantly it is growing almost twice as fast as our own. Trade between 
the United States and Latin America is larger than with any other area of 
the world. These Latin American countries are now going through a period 
of economic development and industrialization at a very rapid pace. They 
are also very stanch allies of the United States. For these and other reasons, 
the United States has a tremendous stake in Latin America and it is in our 
own self-interest to do everything we can to assist it economically. 

The Latin American countries are seeking United States investments because 
they wish to diversify the base of their economy, avoid the evils of a 1- or 
2-crop economy and reduce imports of consumer goods that could be produced 
locally so that their dollar income can be more effectively used for purchases of 
capital equipment. They have adopted a number of measures to attract Ameri- 
can private investments and undoubtedly would do more if certain arrange- 
ments could be made with the United States Government. These relate to tax 
and other incentives which I will discuss later on. 

At the present time, however, the main obstacles standing in the way of 
new and expanding investments in Latin America are a series of economic and 
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financial problems arising from overproduction of certain commodities and 
decreased metal prices resulting mainly from the recession in the United States. 
These problems are particularly acute now. For instance, prices of metal ex- 
ports on which Peru, Mexico, Chile, and Bolivia depend a great deal for their 
livelihood have decreased 40 to 50 percent during the past several years. The 
price of coffee, which is the economic lifeblood of Brazil, Colombia, and other 
coffee-producing countries has dropped by more than one-third during the same 
period. While the dollar income of these countries was declining, prices which 
they paid for imports from the United States kept increasing. As an example, 
from 1951 to the present, the prices of United States goods which the Latin 
American countries bought increased by 11 percent. It is obvious from these 
few facts that the Latin American countries have been hurt badly and that 
they are in great need of United States economic assistance to help them work 
out of this situation and to resolve a host of problems that have arisen. 

Among the most serious effects of Latin America’s drop in dollar income has 
been the most drastic currency devaluation of recent history. During the past 
year the Brazilian cruzeiro has decreased in value in relation to the dollar by 
about one-half. The Argentine peso has decreased 47 percent, the Peruvian sol 
23 percent, the Chilean peso 27 percent, and the Colombian peso 21 percent. 
These devaluations have brought about increased inflationary pressures, a slack- 
ening off of imports from the United States, and serious financial problems for 
American investors in these countries. 

I would say that this is the greatest single deterrent to new investments or 
existing investments in Latin America. Any effort to promote new investments 
will have to take this situation seriously into consideration. As an indication of 
the effects on American corporations, let me point out that local currency profits, 
after taxes, when converted into United States dollars, are reduced in proportion 
to the local currency devaluation. In addition, the local currency depreciation 
of fixed assets must be increased in direct ratio to the amount of the exchange 
devaluation. The tax laws of the United States do not provide any allowances 
either for the additional depreciation or for the necessary reserves for unrealized 
foreign exchange losses on working capital. 

Another major problem for American investments in Latin America is the fact 
that there does not exist capital formation as we know it in this country. This 
problem is intensified through the stresses and strains of rapid economic expan- 
sion with the result that credit is tight and interest rates are high. American 
corporations find it difficult to borrow sufficient amounts of local currency through 
normal channels to meet mounting working capital needs and for other purposes. 

Many avenues of relief for the economic and financial problems encountered 
in Latin America are being explored by American investors. As an adjunct to 
our own efforts in this direction, the United States Government could take certain 
steps in the fields of taxation and local currency loans which would be of great 
benefit. 

As for taxation there are a number of measures which the United States Gov- 
ernment can take which would provide effective tax relief to American corpora- 
tions which would have the effect of promoting new investments and expansion 
of those already in existence. Certainly the most effective would be adoption 
of the principle of taxation of foreign income only at the source. This would 
resolve many current international tax problems. Pending its adoption there 
are other measures which could be taken in the meantime. These are: 

(a) The extension of Western Hemisphere trading corporations tax rates to 
all foreign countries and to businesses conducted by all foreign corporations 
having a United States parent. 

(b) Creation of a new category of foreign business corporations, incorporated 
in the United States, and allow deferral of United States tax on foreign business 
income (including dividends) paid to a foreign business corporation until the 
foreign business corporation pays dividends to its United States shareholders. 
Such corporations would be restricted to doing business abroad either directly 
or through subsidiary corporations. Provision should be made for transfer of 
existing foreign businesses to such a foreign business corporation without pay- 
ment of United States tax. 

(c) Allow a credit against United States taxes for foreign taxes waived by the 
foreign country so as to induce new business to go there. 

(d) Allow tax-free amortization of any investment made in a corporation 
operating in a foreign country, to the extent of dividends paid by the corporation 
until the amount invested has been fully amortized. 
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(e) Allow the United States investor, whether corporate or individual, to 
take an ordinary (not capital) loss on the liquidation and winding up of the 
business of a corporation most of whose business is done abroad, whether or 
not the stock is worthless and even where a parent corporation owns 80 per- 
cent or more of the stock. 

(f) Allow the taxpayer an anual election as to whether the overall or the 
present per-country limitation on the foreign tax credit will apply to him. 

(g) The income of a foreign corporation should be reduced by local currency 
reserves for unrealized exchange losses attributable to working capital and by 
additional local currency reserves necessary to accumulate appropriate dollar 
depreciation of fixed assets, in determining the “accumulated profits” from 
which dividends were paid by that corporation, for the purpose of calculating 
the foreign tax credit allowed to its United States parent corporation with 
respect to foreign taxes paid by the foreign corporation and for the purpose 
of calculating earnings and profits available for payment of dividends taxable 
in the United States. 

An encouraging step has been taken with the announced willingness of the 
United States Government to negotiate tax treaties with foreign nations which 
would incorporate the suggestion which we make under pargraph (c) above. 
This is a measure that has been urged for a long time on the United States Gov- 
ernment. Yet it would be highly desirable if its implementation could be ac- 
celerated. Negotiation and ratification of a tfeaty is necessarily a slow process 
and yet the need for this type of tax relief is immediate. 

In the field of local currency loans, funds generated through the sale of United 
States surplus agricultural commodities under Public Law 480, could be ex- 
tended on a wider basis as local currency loans for American corporations. 
Under the Cooley amendment to Public Law 480 amounts up to 25 percent of 
such local currencies may be loaned to American private investors. But the 
demand for such loans is far greater than the amounts available. For instance, 
in Colombia we understand that there are 16 times more applications than there 
are funds available. In view of the great demand it would be very helpful 
to new and existing investors in Latin America if the 25-percent figure estab- 
lished under the Cooley amendment were increased and if the period of repay- 
ment could be lengthened from 5 years, as it is now, to 10 or 20 years. 

The International Cooperation Administration could also greatly facilitate 
local currency loans under its administration by dropping its insistence upon a 
maintenance-of-value clause. This clause, in effect, makes of a local currency 
loan a dollar loan and renders it entirely useless as a solution to local currency 
working capital problems. 

A fair appraisal of the activities of the United States in Latin America dur- 
ing the postwar years shows convincingly that the Export-Import Bank and 
the World Bank have done a tremendously constructive job in rendering assist- 
ance for Latin American economic development. The International Monetary 
Fund has also been of great help. With additional funds now at the disposal 
of these institutions I feel sure that they will do more to assist Latin America 
in continuing its rapid development. 

In the broader aspects, there is an urgent necessity for the United States to 
adopt a more positive and dynamic policy toward Latin America. American 
private enterprise has been assigned a key role in helping to strengthen the 
economies of the Latin American countries and to assist in raising living 
standards. 

While it is a fact that there are more United States private investments in 
Latin America than in any other area of the world, it is also a fact that only 
about 20 percent of United States new investment in Latin America has, in 
recent years been directed into manufacturing, the other 80 percent having 
gone into petroleum and mining. The latter employ fewer people than manu- 
facturing and although beneficial from the standpoint of increasing exports 
and, therefore, dollar revenues, they have, nevertheless, led to overproduction 
of many raw materials. This has depressed world market prices which, in 
turn, has necessitated cutbacks in both mining production and employment. 
We should emphasize that overproduction and the resulting depression in raw- 
material prices are at the root of many, if not all, of Latin America’s present 
currency problems. 

While the opportunities for investment in the foreign field remain highly 
attractive, some of the problems now being encountered along with the inherent 
additional risks are having an unfortunately discouraging effect on the most 
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critically needed types of United States investments abroad. The United States 
Government has an essential role to play by assisting in removing these deter- 
rents such as those resulting from currency depreciation and by providing 
incentives in the matter of additional dollar and local currency loans and relief 
on taxes on income earned abroad. 

With the cooperation of the United States Government, American capital will 
accomplish to a greater extent the task assigned to it and make a still greater 
contribution toward strengthening the economies of the underdeveloped nations 
of the world, particularly. Latin America, an area which we feel is, at the 
moment, one of primary concern to the United States. 

I trust that the Subcommittee on Foreign Trade Policy will give serious 
consideration to the various proposals I have advanced. 


STATEMENT BY JOSEPH P. BoURDREZ, GENERAL MANAGER, NETHERLANDS 
INDUSTRIAL INSTITUTE 


The Netherlands Industrial Institute, which is entirely maintained by Nether- 
lands interests, has been instrumental since 1946 in consulting with American 
industry on making industrial investments in the Netherlands. 

I would like to state our experiences and our opinions on the following 
questions the Subcommittee on Foreign Trade Policy has listed as being the 
subject of its investigation : 

(1) What are the effects of such investments on the host country ? 

In general these effects are: 

The accumulation of technical knowledge in the host country which accelerates 
its industrial development. 

A strengthening of the domestic economy, thus providing greater employment 
opportunities. 

The diversification of products coming on the market, which will further 
increase the country’s economic activities and enable it to offer also more and 
diversified products to export markets. 

The contribution to the capital supply in the host country is, of course, often 
also of great importance. 

For the Netherlands, these effects are illustrated in the following figures: 

As of September 1958, 130 American companies made productive investments 
in the Netherlands since the end of the Second World War. Of these 84 operate 
wholly owned subsidiaries, and 46 have made arrangements with domestic 
industries. So far these American affiliates have given work to 20,000 workers. 
The total volume of these affiliates amounts to around $160 million per annum, 
not including the products of the oil industry. 

(2) What modifications in the tax systems of the United States as well as 
foreign countries are indicated? 

It is my opinion that the present tax system in the United States tends to 
discourage American industry in the making of foreign investments. The rea- 
son is that profits made by subsidiary companies in foreign countries and which 
were derived from transactions completely outside the territory of the United 
States are taxed at the same rate in the United States as is valid for domestic 
transactions when they are brought back into the country. 

The tax law of the Netherlands contains provisions whereby dividends from 
foreign subsidiaries of Dutch corporations can be remitted tax free to the Dutch 
parent company on condition that the subsidiary corporation is subjeet to a sim- 
ilar tax outside the Netherlands to that levied in Holland. This provision has 
greatly stimulated over the years, since 1892 incidentally, the export trade of 
the Netherlands industries. We are convinced that similar provisions for the 
United States industrial companies would greatly increase their interest in 


expanding abroad, and this would undoubtedly be to the benefit of the United 
States as a whole. 


AMERICAN METAL CLIMAX, INC., 
New York, N. Y., November 20, 1958. 
Hon. HALE Boae6s, 
Chairman of the Subcommittee on Foreign Trade Policy, 
House Ways and Means Committee, Washington, D.C. 


My Dear Mr. Boaes: It is my understanding that the United States Council 
of the International Chamber of Commerce will be appearing before your sub- 
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committee to present oral testimony concerning taxation and other matters 
affecting United States private investment abroad. As a member of the execu- 
tive committee of the United States Council, I am satisfied that their statement 
will speak for my company on the broad issues of your inquiry. 

The announcement of your timely hearing on this subject invited written 
submissions of views on matters regarded as significant to your inquiry, and I 
am taking this opportunity to submit some specific recommendations regarding 
the taxation of income received from abroad. 

This company results from a merger last December of the American Metal 
Co., Ltd., with Climax Molybdenum Co. We are one of the very large United 
States investors in Africa. Over 30 years ago we participated in the financing 
and development of copper mines in northern Rhodesia, which today rank among 
the leading world producers. Since then we have, in partnership with other 
mining companies, developed a copper mine in the Union of South Africa and 
a very large copper-lead-zine mine in South West Africa. We operate mines in 
Mexico and have a mine in Canada which is now temporarily shut down be- 
cause of the low level of lead and zine prices. In addition to mining, we also 
market nonferrous metals on a worldwide basis, our sales in 1957 amounting to 
15 percent of free world’s consumption for copper, about 10 percent for lead, 5 
percent for zine, and 15 percent for silver. We produce over 60 percent of free 
world consumption of molybdenum, which is sold for domestic and export use. 

It will easily be appreciated that the taxation of income received from abroad 
is of major importance to this company. I believe this subject is also pertinent 
to the success of United States foreign economic policy, especially if greater 
emphasis is to be placed on private investment as a means of achieving economic 
development in backward areas. 

A year and a half ago, in the 1956 Annual Report of the American Metal Co., 
Ltd., the chairman of the board and I gave our views on this subject in our letter 
to stockholders. At that time I sent a copy of our statement to Hon. Jere 
Cooper and to certain other chairmen of House and Senate committees and offi- 
cials of the executive branch concerned with this subject. As our views have 
not changed, and as we believe that the situation still urgently requires this 
remedial action, I am taking this opportunity to repeat our statement of March 
15, 1957. 

“Your company has major interests outside the United States. Some of our 
associated overseas companies foresee opportunities for expansion and there are 
other attractive new overseas prospects. To permit a business like ours to play 
a more effective part in financing economic growth in expanding of underdevel- 
oped areas abroad and thus to support the present economic and financial leader- 
ship of the United States in the free world, far-seeing Federal tax legislation is 
needed to encourage private capital to take the added risks of venturing abroad. 

“The special problems of the United States investor in the Americas were 
recognized some time ago throurh tax incentives to so-called Western Hemisphere 
trade corporations; these take the form of a special 14-percentage point reduction 
of United States tax liability. Now that United States responsibilities have 
become worldwide, application of this hitherto regional principle should be 
extended to income from any foreign source. 

“In conformance with the policy of ‘trade, not aid,’ President Eisenhower twice 
urged Congress to enact legislation along these lines. More recently, the Presi- 
dent has pointed out in his Economic Report to Congress for 1957 that actions 
taken by foreign countries to eliminate or reduce income taxes, as inducements 
to United States capital, are sometimes nullified because under our tax laws 
taxes are levied on income without regard to the purposes for which such tax 
concessions were granted by other countries. 

“The overriding consideration of encouraging the flow of American capital 
abroad and decreasing the tax burdens of economic aid should outweich other 
less important factors such as the relatively small loss of revenue. We hone that 
remedial legislation will be enacted to grant the 14-percentage point tax reduction 
on income received from abroad by United States corporations and that action will 
be taken to provide that our domestic taxes no longer nullify the concessions 
granted by other countries which are designed to attract new private investment.” 

In my letter of March 22, 1957, to Hon. Jere Cooper, I commented as follows: 

“T should like to add that, although specific concessions designed to attract 
new private investment are important, the major source of funds for this purpose 
will surely continue to be the reinvestment of earnings derived from foreign 
operations. Hence, tax reduction affecting income received from existing invest- 
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ments abroad will permit increased amounts of earnings to be used for reinvest- 
ment, while permitting payment of a fair return on the funds originally put at 
risk abroad. 

“We are heartened by the fact that the President of the United States continues 
to recognize the need to adjust the burden of taxation on income earned abroad 
in order to meet the broader objectives of foreign economic policy. It is our 
hope that Congress will soon pass remedial legislation.” 

I believe that your own views on this subject parallel ours and I hope that your 
forthcoming investigations will help to achieve long-delayed legislative action on 
this proposal. 

Sincerely yours, 
WALTER HOCHSCHILD. 


MILLERS’ NATIONAL FEDERATION, 
Washington, D. C., December 8, 1958. 
Hon. HALE Boae6s, 
Chairman, Subcommittee on Foreign Trade Policy, Committee on Ways 
and Means, House of Representatives, Washington, D. C. 


Dear Mr. Bocas: Though it was not possible to appear at your hearings, the 
United States flour milling industry is very much interested in certain aspects of 
the problem of private foreign investments which we would like to bring to the 
attention of the committee. We hope that this letter and enclosed statement 
may be made part of the record of the hearings. 

The Millers’ National Federation is the trade association of the wheat flour 
milling industry of the United States. Its members account for approximately 
85 percent of the flour produced in the United States and almost 100 percent of 
the flour exported from this country. There are commercial flour mills in 39 
of the 48 States and in the District of Columbia which processed around 550 
million bushels of wheat last year. 

The federation has been impressed with the effort of your committee at its 
hearings a year ago and in recent days to focus attention on United States foreign 
economic policy and ways and means of making it more effective. It believes that 
such hearings are very timely and worthwhile, particularly in view of conflicts 
and inconsistencies that are beginning to appear in our foreign economic policy 
and administrative actions in handling or coordinating day-to-day problems that 
arise. 

While these hearings are largely devoted to problems and recommendations 
about private investment and foreign economic development, it was only a few 
months ago that the Ways and Means Committee was holding hearings on the 
renewal of the Trade Agreements Act. Though these two subjects and legisla- 
tion associated with them may appear to be quite separate and unrelated for the 
most part, I would like to direct attention to the close connection that exists 
between them and some of the problems that are likely to develop unless more 
effective administrative coordination can be established in this particular field 
of foreign economic policy. 

The objectives of both programs are sound and deserving of every support. 
The federation has been an active supporter of the trade agreements program 
since its inception and its members believe in sound foreign economic develop- 
ment by means of private financing to the maximum extent possible. These 
two programs, however, run counter to each other and are in conflict whenever 
the financing of foreign economic development increases or builds up import 
barriers and trade restrictions, especially against United States exports, such as 
are starting to take place to an alarming extent at the present time. 

Capital investment is obtained from private sources and even United States 
Government or international agencies for new industries and then prohibitive 
barriers or other restrictions to imports are imposed to hurt United States ex- 
ports, especially when such projects are uneconomic for the country. Such re- 
strictions are being imposed in many cases even on trade agreement items for 
which the United States has already granted concessions to the other country so 
that not only has the value of the original concession been lost but further ex- 
ports of the commodity to that country are prevented or greatly restricted. 
Obviously such developments nullify the basic objective of the Reciprocal Trade 
Agreements Act which states “For the purpose of expanding foreign markets for 
the products of the United States. * * *” 
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A large segment of the United States industry is now standing at the cross 
reads looking at one way which leads to foreign investment with increased protec- 
tive controls and reduced trade and anxiously the other way to see if a stronger 
and more coordinated government position will be adopted soon enough for ex- 
panding foreign trade and discouraging trade barriers now being imposed in the 
name of economic development. Once a commitment is made on foreign invest- 
ment, the “die is cast” regarding a future position on trade policy matters for 
many companies and industries. If highly competitive United States export 
industries are to be attracted abroad by the assurance of protected local market 
conditions that are encouraged rather than discouraged by United States Gov- 
ernment trade and investment policy activities, there will be a growing export of 
export industry “jobs” rather than goods. Under such conditions it is not hard 
to foresee a substantial decline in United States export trade in many fields in 
the years ahead along with new demands for more import controls in order to 
safeguard domestic markets from increasing competition of foreign investment 
industries. 

The attached statement Economic Development and Flour Milling reviews this 
problem from the standpoint of one specific industry. We believe, however, that 
it is quite illustrative of the dilemma facing the United States at the present 
time in encouraging foreign investment and discouraging trade restrictions for 
uneconomic new industries. Fortunately, the United States is in a strong posi 
tion for taking constructive action in dealing with this problem if there is a 
willingness or a directive to do so—considerable amounts of capital for foreign 
investment are available through private channels and governmental agencies and 
the 4-year renewal of the trade agreements program along with other trade or 
commodity legislation offers a real opportunity for developing a more coordinated 
foreign economic policy that will help United States foreign trade and contribute 
to the national welfare in the years ahead. 

Respectfully yours, 
Gorpon P. BoALs, 
Director, Export Programs. 


ECONOMIC DEVELOPMENT AND FLouR MILLING 


Though economic development is almost as old as the history of man, there 
has probably never been a time when it has received more attention than today 
Plans for new industries or plant expansion, the construction of roads and 
superhighways, airfields, schools, hotels, powerplants and numerous other projects 
are being announced almost daily for some place. They stir the imagination of 
masses of people looking forward to a better world and they appeal to many 
investors, both private and public agencies with capital available for investment 
purposes. Such new projects are the great hope of progress in the newly 
established and less developed countries and they represent modernization, 
expansion, and efforts to raise standards of living to still higher levels in the 
industrialized anid more developed regions. 

As the tempo and scope of new project activities increase, as new lending 
agencies are established or their activities expand, and particularly as emotional 
and political factors or influences enter the picture, it appears timely to examine 
some of the basic characteristics and principles involved in sound economic 
development. Much useful experience is available, particularly as regards cer- 
tain types of industries. The following comments review some of the significant 
aspects about economic development generally and about flour milling as a 
specific example of a development project. 


GENERAL OBSERVATIONS AND CRITERIA 


Economic development is a term that largely defines itself, namely, something 
that is “economic” at at the same time represents “development” or improvement. 
Though such a definition or description may appear obvious, it is surprising to 
note the number of projects that continue to be undertaken in most countries 
that are neither economic nor represent a constructive development or improve- 
ment of the national economy of the country or welfare of its people. 

As one begins to examine the economie aspects of any development project. 
there are certain basic facts and criteria that are often overlooked but are very 
significant for evaluation, especially by those responsible for approving such 
projects. Perhaps the most basic and significant fact regarding the economic 
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development is that the world demand for capital investment greatly exceeds 
the amount of capital available from all sources—private, Government, or inter- 
national agencies. 

This situation is intensified today by growing demands for development proj- 
ects almost everywhere so that it may be years before many very deserving 
or needed projects can or will be undertaken, especially if they are dependent 
upon foreign capital investment. As a result, it is most important that coun- 
tries desiring to make rapid progress in economic development give special 
attention to providing a favorable climate or basis for investment and loans in 
order to attract such loans or capital, and to encouraging the most urgent and 
essential types of development projects so that local resources and natural 


economic advantages can be made more effectively utilized. 


It is almost axiomatic that most economic development must come from 
within a country with its people and resources being utilized to an increasing 


extent. Otherwise the cost of repayment and servicing of loans becomes too 


great to handle, yet failure to pay fiscal obligations is likely to discourage 
further loans. Foreign capital investment if wisely made by private business 
or public agencies can help very much to get basic facilities built or key 
industries started that will help generate additional development of the 


economy. 


While many criteria or guidelines might be mentioned as helpful in selecting 
projects that qualify as both economic and development for any given country, 
the following appear to be fundamental. 


1. Revenue producing 


If economic, a project should help produce additional revenue and income 
for a state. Roads, hotels, powerplants, port and dock facilities, development 


of natural resources, exports—all are basic types that should help expand a 


country’s national income and thereby produce revenue. As local labor is 


employed and as local resources are developed, the economy of a country or 


area is strengthened and helps provide a basis for further development 
projects. 

On the other hand, projects which must be subsidized by special concessions 
that cost revenue rather than help produce additional national income usually 
prove to be uneconomic and may hinder rather than help a development pro- 
gram. Likewise processing projects for which most or all of the raw ma- 
terial must be imported continue to require foreign exchange and seldom 


become revenue producers or net savers of exchange when all factors are taken 
into account. 


2. Does it require special protection or assistance? 


While protection of infant industries has an active and vocal group of advo- 
cates in most countries, the study of economic development for many regions 
and over an extended period of time emphasizes the conclusion that with few 
exceptions if a project is basically economic, it will require only limited and 
possibly no protection. Conversely, the more protection requested the less eco- 
nomic a new industry is likely to be for the country. Such a trade policy will 
go a long way in directing new capital investment into the most efficient and 
productive channels, particularly in the development of local resources ‘and 
the use of special economic advantages within the country. At the same time 
it will reduce pressures on the cost of living and inflation that usually accompany 
protection and shortages of supply which hurt the masses of the population. 
Requests for a monopoly position in the market, it is noted, have rarely been 
associated with sound economic development. 


> 


3. Are the world economic factors favorable for the new industry? 


If economic, a new industry will usually be consistent with the world supply 
and demand situation of the commodity or industry. Under conditions of short 
supply or high prices, the opportunities of success of a new development project 
are considerably different than with a world surplus or excess capacity and low 
prices. Profit margins of an industry are also useful indexes for evaluating 
its probable suecess and need for protection. Countries without special economic 
advantages for a commodity or industry would usually do well to avoid the 
more highly competitive enterprises in international trade in their economic 
development programs. They usually represent industries that are very sensi- 
tive to price changes and low profit margins unless highly protected. This is 
particularly true in the early stages of economic development when the need for 
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capital investment is so great that uneconomic projects are likely to prove to 
be a luxury and may check rather than encourage an active development program. 


4. Does the industry employ much labor or use local resources? 

If economic, a new industry will help employ more local labor and/or use local 
resources. Employment of labor and development of local resources are the 
basic foundations of any sound development program for a country. True eco- 
nomic development especially over a period of time must largely come from 
within a country out of savings or earnings. This involves increased wages and 
savings from workers or increased income or earnings from the development 
of local resources. Only in this way can foreign loans be paid or serviced and 
further development take place. Industries that do not employ additional local 
people or increase income by the development and use of local resources are 
unlikely to help the economic development of a country and usually delay its 
progress. 


5. Good projects attract more projects 

If economic, one project usually helps to attract many more projects. Roads 
open up new areas and resources, good hotels and international travel facilities 
attract visitors as tourists and investors with capital, better port and dock 
facilities help expand exports—all working toward sound economic development. 
On the other hand, a new local factory that may have the latest machinery and 
involve millions of dollars of capital investment may not be economic for the 
country and result in higher cost food, reduced revenues for the government, 
taxation problems, increased government controls and unsettled conditions that 
discourage many new development projects. One bad project can discourage 
10 good projects and result in delaying economic development. 


FLOUR MILLING AND ECONOMIC DEVELOPMENT 


In the worldwide program of economic development that is going on today, 
the construction of local flour mills is receiving active attention in many coun- 
tries. This is notably true for non-wheat-producing countries inasmuch as mills 
have already been built in the wheat producing countries to grind all local 
cereal grain production. How does a modern flour mill qualify as an industry 
for economic development? Does it meet the criteria as outlined above and what 
is the experience in non-wheat-producing countries? 

The following observations and conclusions are based on actual experience 
with the principal flour mills built in importing countries in recent years. 
Very few have involved any United States financing inasmuch as the conditions 
for investment and operation have generally been much less favorable than for 
the production and export of flour from the United States. The spot situations 
where private financing has been made have involved special local or competi- 
tive circumstances but in every case serious trade restriction problems have 
resulted. 

With regard to the five basic economic criteria for development projects it may 
be noted that local flour milling has usually resulted in a loss of revenue, 
especially in those countries with an import duty on flour. In view of customary 
tax exemptions and duty-free importation of wheat for a flour mill, the loss 
of revenue on flour has frequently created serious financial problems for the 
country. In turn, this has often made for political and economic instability 
that has frightened capital investment and delayed other development projects. 

Flour mills in importing countries are notable for requesting protection even 
to the extent of prohibition of any flour imports. Unless the volume of con- 
sumption is very large, one or two modern mills will have the capacity to meet 
the country’s needs though not the ability to produce all the types of flour 
desired by bakers, pasta manufacturers, cookie and cracker companies, and so 
forth. As a result, protective controls usually increase prices and reduce the 
quality of this basic food which in turn raises the cost of living to the working 
population. One or two individuals who own the mill may make it profitable by 
protective controls (license or exchange controls, higher duties, and so forth) 
but economically such protection represents a levy or tax against the population 
of the country and its national income. e 

Flour milling from a world point of view has several factors that should be 
considered. Milling capacity is substantially in excess of current needs in world 
trade; in fact, there are probably few processing industries with more excess 
capacity at the present time. As a result of the capacity situation as well as 
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the large-scale volume output by the major exporters, profit margins are among 
the lowest of any processing industry. In terms of a sales dollar, profit margins 
of only 1 or 2 percent are common for mills in the principal supplying countries. 
Higher profit margins in importing countries usually reflect protective controls 
which in turn means that the mass of consumers are paying more for the flour 
for their bread than they need to pay. 

Other important factors in the world wheat and flour situation that deserve 
consideration in connection with the building of a local mill include the many 
types and qualities of wheats needed to produce the wide variety of flours for 
special uses, also the effect upon regular shipping service to the country that 
may result from a shift from flour to wheat imports, technological developments 
in milling and packaging and the market for byproduct feeds. Each of these 
factors relate directly to the operation of a flour mill and whether or not it is 
likely to prove to be a practical development project. 

Almost without exception, local mills in importing countries have limited the 
types and qualities of flours produced as it is not practical to import and hold 
large supplies of wheats of various types and qualities such as is possible in 
the United States. Many flour importing countries also require certain high- 
protein types of flour for their typical baking processes. To accumulate suffi- 
cient wheat of the type required to mill such flour in quantities sufficient to 
make up a charter lot would be difficult and costly. Consequently bakers and 
other local flour consumers usually have limited choice and generally have to. 
accept inferior flours from local milling industries. This compares with more 
than a dozen types with innumerable quality specifications in the United States 
that have been developed to meet individual consumer and foreign country 
needs. As a result, the mass of consumers often become dissatisfied with wheat 
foods and consumption of this basic food slows down and in some places has been 
curtailed following the building of local mills. 

While wheat has shipping cost advantages as bulk cargo moving largelv in 
charter or tramp vessels, it should be noted that approximately 140 pounds of 
wheat need to be shipped for each 100 pounds of flour produced. Also a shift 
from flour to wheat has generally reduced the regular shipping service to many 
ports, particularly where flour has been an important cargo item. For many areas 
flour accounts for half or more of the cargo moving in conference line vessels. 
In turn, the export of local products may be affected and other new industries 
hurt if the shipping service is curtailed or port calls eliminated. This has been 
the sad experience of many countries and especially local regions of a country 
where flour imports had been an important factor in helping to develop two-way 
trade. 

Important technological developments are now being made in packaging and in 
milling that may have significant effects upon the future economics of processing 
and distribution of wheat flour. New mills built at great cost now may be 
placed at a serious disadvantage in the period ahead inasmuch as they will prob- 
ably be unable to adapt operations effectively to meet new circumstances without 
further controls. 

The marketing of byproduct feeds from a flour mill is a major factor of eco- 
nomic significance. Almost 80 percent of the wheat milled becomes a byproduct 
that must find its own market. In many places flour mills have been promoted 
because of a special demand for feed but this has rarely proven to be an economic 
basis for a flour mill—the lower the price of feed which is usually desired by 
feed users, the higher the sales price for flour and vice versa. There are few 
countries that do not or are not able to produce at least some local supplies of 
feed, even though they cannot produce wheat satisfactorily. Feed plants to 
utilize both local and imported feed supplies can be readily established when and 
where needed irrespective of a flour mill, especially as mill-feeds are only one 
form of feed. Feed grain prices often change from year to year and any feed 
plant that is largely dependent upon millfeed as a byproduct of a flour mill is also 
unlikely to prove to be an economie enterprise. 

A modern flour mill also employs very little local labor as it is a highly 
mechanized industry with a high degree of automation. The ratio of capital in- 
vestment per man employed is $100,000 or more which is one of the highest 
rations for any industry. A $5 million flour mill will usually employ less than 
50 people of which most of the principal and technical jobs will be filled by 
trained personnel from outside the country. <A $5 million hotel on the other 
hand may employ over 500 local workers while, $5 million invested in many smali 
local industries may create new jobs for several thousand persons. Mill oper- 
ating experience has usually shown that many more dockworkers were laid off 
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after flour imports were stopped than new workers were employed in the mill, 
thus making for a net loss in employment. Wheat as grain is generally un- 
loaded by mechanized equipment so that few if any dockworkers are needed. 

Flour mills in importing countries have also not proven to be very good projects 
for attracting other projects. On the contrary they appear to have usually 
raised a question mark about the country as a good prospect for economic de- 
velopment. As noted above, a chain reaction frequently sets in when a mill is 
built. Revenues drop, financial difficulties are experienced, credit and payment 
ratings are affected, government controls are instituted and imports restricted, 
the cost of living rises and inflationary pressures develop, political problems and 
instability often follow so investment capital decides that there are many other 
places that look more attractive for economic development. 

With the supply of capital limited in relation to the demand for it and the 
many economic problems that most non-wheat-producing countries have experi- 
enced with flour mills, countries desiring to make rapid progress in economic de- 
velopment would do well to examine any flour mill proposals very carefully. So 
many other industries appear to offer so many more advantages for sound eco- 
nomic development in the years ahead that a wait-and-see policy should be help- 
ful in avoiding some serious mistakes. 





ELECTRONIC INDUSTRIES ASSOCIATION, 
Washington, D. C., December 5, 1958. 
Chairman HALE Boc6s, 
Subcommittee on Foreign Trade Policy, 
Committee on Ways and Means, 
House Office Building, Washington, D.C. 


Dear Sir: The following comments are submitted in connection with your cur- 
rent investigation of United States private foreign investment on behalf of the 
international department of the Electronic Industries Association. 

This is the national association for America’s manufacturers of electronic 
equipment, tubes, and components. Many of its members are active in the field 
of international trade, not only through direct export of products manufactured 
in this country, but also through foreign subsidiaries and licensees. 

We would like to comment first that these hearings are particularly timely in 
view of the increased tempo of activity in the East-West economic war. We 
trust that the resulting recommendations will help to greatly strengthen the 
American position. 

Whether a war be hot, cold, or economic, the American electronics industry 
will play a vital role. Its own activities throughout the world have increased 
dramatically in recent years. In all areas of the world—except the Soviet 
bloc—individual companies are constructing manufacturing facilities or develop- 
ing licensing or technical agreements. Throughout Europe, the Near and Far 
East and in Central and South America the American electronics industry already 
is waging an economic offensive on its own behalf. 

It is not a one-sided battle, however. American industry must compete against 
the Russian technique of state trading and government-to-government grants and 
loans as well as the very favorable help given to the foreign traders of many 
other countries by their governments. 

As the Honorable Henry Kearns pointed out earlier in testimony before the 
subcommittee, “American companies invest abroad for just one reason—to make 
money by doing an efficient production job.” There may be one or a multitude 
of incentives to invest abroad, rather than obtain the same result through in- 
creased investment in this country, but whatever the incentive it does advance the 
United States position in the economic war. 

Specifically, the EIA international department respectively suggests that dur- 
ing your current considerations the subcommittee explore thoroughly the question 
of taxation of foreign operations. Through the creation of a more favorable tax 
climate, our Government can do a great deal to encourage private foreign invest- 
ment. 

It also is suggested that consideration be given to an expansion of the present 
investment guaranty program to provide protection to United States foreign 
investors against loss resulting from civil war, rebellion, revolution, civil strife 
or confiscation. In the light of world events, and the areas of United States 
Government interests, it is felt that such protection will be extremely helpful in 
encouraging greater foreign investment. 
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As a result of our agricultural surplus disposal program under Public Law 
480, large amounts of foreign currency are at the disposal of the United States 
Government in many areas of interest in the current economic war. The avail- 
ability of these funds to United States private investors on a loan basis would, 
we feel, help to stimulate foreign investment and be beneficial to the United 
States Government, the foreign government involved and United States agricul- 
ture and industry. 

Through legislation and regulation there is a great deal our Government can 
do to encourage greater private investment in various overseas areas. We are 
sure that in your wisdom constructive steps will be taken rapidly. The only 
alternative to waging an economic offensive with private capital is to wage it 
with public funds. In view of the burden of current Government expenditures 
for a multitude of activities, we suggest that given a favorable climate, United 
States private industry will wage an economic offensive comparable to its con- 
tributions to the military defense of our Nation. 

The broad suggested areas of interest which we have outlined are intended 
merely as a guide to the subcommittee in plotting its future course. When a 
more detailed inquiry is made, we will be pleased to submit and support more 
specific recommendations. 

Sincerely, 
Ray C. ELtis, 
Director, EIA International Department. 


SINCLAIR Orn Corp. 
New York, N. Y., November 25, 1958. 
Hon. HALE Boa6s, 
Chairman, Subcommittee on Foreign Trade Policy, 
Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

DEAR CONGRESSMAN Boces: It is our considered opinion that a healthy and 
vigorous flow of international trade is not only an assurance of prosperity at 
home and abroad, but can be one of the most potent influences for improved inter- 
national relations and just and lasting peace. 

Obviously, international trade, to be meaningful, must be a two-way street. 
We cannot expect to export if we refuse to import. 

It is our opinion that in order to extend and expand and broaden the field of 
international trade, United States firms should continue to be given fullest en- 
couragement by Government to make investments in other countries and to pur- 
sue actively and diligently the building of trade relations with countries of the 
free world. 

It is vital to the success of any such undertakings that industry have the en- 
couragement of Government with all appropriate and reasonable incentives. 

Without excluding other proper matters of policy, we believe it is especially 
important that Government— 

1. Pursue policies calculated to maintain the integrity of our national cur- 
rency and to bring about as soon as possible free convertibility of currencies. 

2. Create and preserve a climate conducive to the successful operation of our 
responsible, competitive enterprise system at home and abroad. 

8. Continue the wisely established, result-proven policy of 30 years’ standing 
with respect to foreign tax credits, intangibles, and percentage depletion upon 
which United States companies (particularly the petroleum industry) have re- 
lied while investing billions of dollars in overseas foreign ventures. The activity 
under these wholesome laws has brought wealth to the United States economy in 
the purchase of goods and services and in the form of dividends, and through a 
great contribution to local self-sufficiency has reduced the need for assistance in 
those countries in which developmental work has been undertaken. Sound policy 
in these areas will enable the petroleum industry in the future, as in the past, 
to provide abundant supplies of reasonably priced petroleum products so essen- 
tial to our security and economy. 

4. Refrain from unduly harsh restrictions on imports. The approach here 
should be a balanced consideration for the interests of all our people, particu- 
larly consumers, as well as the matter of preserving cordial international eco- 
nomic and political relationships. 
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Assuring you of our deep appreciation for your consideration in giving us the 
opportunity to submit these comments, I am 
Sincerely, 
P. C. SPENCER. 





STATEMENT OF RICHARD W. FREEMAN, PRESIDENT, INTERNATIONAL House, NEw 
ORLEANS, LA. 


The purpose of this statement is to request legislation which would amend 
section 904 of the Internal Revenue Code of 1954 in the manner proposed by 
three identical bills: H. R. 6248, introduced by Congressman Herlong; H. R. 
7247, introduced by Congressman Simpson, and S. 3472, introduced by Senator 
Smathers during the 85th Congress. The purpose of the identical proposals set 
forth in those bills was to do away with a harsh and inequitable United States 
treatment accorded many United States corporations which derive income from 
abroad. 

Because of the operation of the so-called per country limitation contained in 
section 904 of the Internal Revenue Code of 1954, some United States taxpayers 
are required to pay additional United States taxes on income from foreign 
operations even though such income in the aggregate has already been subjected 
to foreign income taxes at a combined rate which is greater than the 52 percent 
United States rate. This limitation penalizes United States investors and 
deters foreign investment. 

As an illustration of the operation of section 904, please consider the case 
of an American corporation earning equal amounts of income in country A, on 
which income taxes are levied at the rate of approximately 60 percent, and in 
country B, on which income taxes are imposed at the rate of about 45 percent. 
On the combined income from two countries, the American corporation would 
pay to these countries income taxes equal to 52% percent of that income. If the 
same amount of income had been earned all in one country and the identical 
52% percent tax had been paid to that country, there would of course be no addi- 
tional United States tax. However, in the illustration of countries A and B, 
the credit for taxes paid to country B is limited to the amount of tax actually 
paid to country B, and the credit for taxes paid to country A is limited to the 
tax which the United States imposes on the country A income. Thus, while 
the total income from the two countries would be subject to foreign taxes at a 
combined rate in excess of 52 percent, nevertheless the United States would im- 
pose additional income taxes on this same income. These additional taxes are 
entirely the result of treating foreign income and foreign taxes in separate com- 
partments according to each country of origin as required by section 904. 

Under the provisions of these three identical bills, American taxpayers would 
be permitted to treat their foreign income and their foreign tax credits collec- 
tively, thus eleminating to a great extent double taxation of foreign income. 

It is important to emphasize that under no circumstances would any foreign 
taxes be used as a credit against United States taxes on income derived within 
the United States. The credit would be allowed only against the United States 
tax imposed on income from sources outside the United States. 

In my opinion the enactment of the proposed legislation would remedy an 
inequity in the present tax structure and would encourage American business 
to expand operations abroad. Such expansion would directly asist the capital 
goods industries in the United States and would tend to create additional em- 
ployment here at home. 

I feel certain that any revenue loss would be made up many times over by the 
resulting additional emnloyment and taxable income created in this country and 
by resulting savings in United States foreign aid. 


VicK CHEMICAL Co., 
New York, N. Y., December 9, 1958. 
Subject: Taxation of foreign business income. 
Hon. HALE Boaés, 
Chairman, Subcommittee on Foreign Trade Policy, 
Committee on Ways and Means, House of Representatives, 
Washington, D.C. 

Dear Mr. Boces: Last week I attended part of the hearings of your subcom- 

mittee and was impressed with the support given to the proposal for a legislative 
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change in the Internal Revenue Code which would permit foreign operations to 
be based in the United States with deferment of tax such as is now accorded to 
foreign base holding company subsidiaries. 

This proposal should gain wide acceptance by the business community, since 
it reflects the typical businessman’s concept of the unitary nature of foreign 
operations. It has the further advantage of eliminating or minimizing present 
differences in the tax consequences of various legal forms of operating abroad 
which now tend to complicate the organization of any such operations. Since the 
policy of the Government is to stimulate foreign investment, it does not seem 
reasonable that the American corporate investor should be forced to form foreign 
corporations to avoid certain onerous tax consequences, only to encounter other 
difficulties such as loss of benefits of our tax treaties with other countries 
and the benefits of using an American corporate charter abroad. 

A United States-based corporation for foreign operations should— 

(1) Permit the reinvestment of earnings during a period of foreign develop- 
ment and expansion ; 

(2) Equalize the tax status of a domestic corporation doing business 
abroad with that of a foreign corporation ; 

(3) Equalize the tax result of different forms of foreign business income; 
and thus 

(4) Remove the penalties now suffered under the United States tax laws 
by investors for adopting a form of organization dictated by local laws or 
business conditions abroad. 

Such a concept in our tax law would go far toward stimulating increased for- 
eign investment by United States free enterprise that is the expressed desire of 
our Government. 

The statement of Mr. Richard C. Munsche, manager of the tax department of 
the Coca-Cola Export Corp., presented before your subcommittee on December 4, 
sets forth in detail a plan which would accomplish these objectives. The detailed 
statutory language required to put this plan into effect was included in Mr. 
Munsche’s statement. I wish to take this opportunity to endorse his statement 
and to urge its careful consideration by your committee. 

Yours respectfully, 
FRANK C. WOLPERT, 
Tax Manager, Vick Chemical Co. 


CONTINENTAL ILLINOIS NATIONAL Bank & 
Trust COMPANY OF CHICAGO, 
Chicago, Ill., December 9, 1958. 
Hon. HALF Boses, 
Chairman, Subcommittee on Foreign Trade Policy of the Ways and Means 
Committee, House of Representatives, Washington, D. CO. 


My Drar Mr. Boces: The purpose of this letter is to submit views concern- 
ing the taxation, pursuant to existing law as administered by the Internal Reve- 
nue Service, of income derived from the export of merchandise from the United 
States to foreign areas. These views represent those not only of this bank, but 
of many of its customers who are engaged in the exporting business. 

The specific problem involves what income is to be attributed to sources 
within the United States from the export of merchandise by either Western 
Hemisphere trade corporations or foreign corporations which are subsidiaries 
of or affiliated with American corporations. Sections 861 (a) (6) and 862 (a) 
(6) of the Internal Revende Code coordinately provide that the source of in- 
come from the sale of personal property depends upon whether it is sold within 
or Outside the United States. What is meant by “sale” is not defined. How- 
ever, over the years, judicial decisions have established the rule that the place 
where title passes from the seller to the purchaser is the place of sale. See 
Commissioner of Internal Revenue v. East Coast Oil Company, 8. A. (85 F. 2d 
322 (5th Cir. 1936), affirming 31 B. T. A. 558 (1934) (Acq., 1947-2 ©. B. 2) 
cert. denied, 299 U. S. 608 (1936)); The Exvolon Co. (45 B. T. A. 844 (1941) 
(Acq., 1947-2 C. B. 2)); United States v. Balanovski (236 F. 2d 298 (2d Cir. 
1956), modifying on this issue 131 F. Supp. 898 (S. D. N. Y. 1955), cert. denied 
352 U. S. 968 (1957)); American Food Products Corp. (28 T. C. 14 (1957) ). 

United States Treasury Regulations § 1.861-7 conforms to the judicial deci- 
sions in expressing the general rule. However, it establishes the following 
exception: 
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“However, in any case in which the sales transaction is arranged in a par- 
ticular manner for the primary purpose of tax avoidance * * * all factors of 
the transaction, such as the negotiations, the execution of the agreement, the 
location of the property, and the place of payment, will be considered, and the 
Sale will be treated as having been consummated at the place where the sub- 
Stance of the sale occurred.” 

This exception is derived from General Counsel’s Memorandum 25131 (1947-2 
©. B. 85), which established it on the basis of earlier cases involving attempts 
to avoid United States income or capital gains tax on the sale of corporate stock 
by arranging to pass title to the stock in Canada (a scheme which ordinarily 
is no longer possible due to other changes in the Internal Revenue Code). None 
of these cases upon which the exception to the general rule is premised in- 
volved an export of merchandise destined for foreign markets. 

In recent years, at apparently an accelerating rate, many revenue agents 
have refused to apply the general rule of where title passed if any aspect of 
the export transaction occurred in the United States. In fact, some revenue 
agents have gone so far as to refuse to apply the title theory if any significant 
activity, other than purchasing the merchandise, of the exporting company was 
conducted in the United States. Higher officials of the Internal Revenue Serv- 
ice apparently have supported this narrow interpretation with the result that 
there now are pending several cases in the Tax Court and in Federal district 
courts involving whether income arising from export shipments is to be at- 
tributed as earned in the United States even though title to the shipment 
clearly passed, under the law of sales, outside this country, and the exportation 
was part of an established and genuine business operation. 

The immediate result has been to cause considerable uncertainty among 
many exporters who operate through foreign corporations or Western Hemi- 
sphere trade corporations. Tax specialists are advising clients that, in this 
state of confusion and narrow interpretation of the law by the Internal Revenue 
Service, they should (a) locate executive management activities outside the 
United States; (b) maintain bank accounts both in dollars and foreign cur- 
rencies in banks located outside the United States; (c) to the extent feasible, 
establish manufacturing and warehousing facilities outside the United States; 
and (d) where direct exports are made, arrange not only to pass title outside 
the United States, but arrange all incidents of the sale transaction to occur 
outside the United States, including the execution of the contract and the 
collection of payment. 

These precautions are severely detrimental to American banking. First of 
all, they require American banks to adopt cumbersome and artificial collection 
arrangements in order to insure that payment is effected abroad, particularly 
where the exportation is financed, as is customary, by a letter of credit. The 
result is higher collection costs, which are either borne by the bank or are 
passed on to its customer. Under the first of these alternatives the American 
bank suffers by absorbing higher costs at the risk of losing business to foreign 
banks. It also seriously affects the ability of banks in many States that pro- 
hibit branch banking (including foreign branches) to compete with banks in 
States that permit such branch operations. Under the second alternative, the 
American exporter is placed at a disadvantage with his foreign competitor 
through higher collection costs. In both cases, international money settlements 
are made more complicated. Secondly, to the extent that dollar accounts are 
kept abroad, American banks are unnecessarily deprived of business, and 
American businesses are compelled to assume some risk of currency blockage 
and expropriation. 

Other American service industries, such as freight forwarders, insurance 
companies, shipping companies, purchasing agents and brokers, also suffer from 
these precautions which place management overseas and require the mainte- 
nance of bank accounts overseas. With management and funds so located, there 
is considerable tendency to deal with foreign service organizations, who, par- 
ticularly in the shipping and insurance industries, traditionally have hard- 
pressed American competitors. 

The principal sufferer is, of course, the exporter. Many have undergone, or 
faced the prospect of undergoing, the expenses connected with administrative 
dispute or litigation with the Internal Revenue Service. Under present unsettled 
conditions they are forced to expend considerable funds in locating management 
or a substantial portion of it abroad, and in engaging counsel for elaborate 
tax planning. Most significantly, they are placed at a commercial disadvan- 
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tage with foreign competitors who need not incur these artificial costs, nor 
must they pay tax on corporate income at rates as high as 38 percent and 52 
percent. In short, the contemporary administration of sections 861 (a) (6) and 
862 (a) (6) of the code at least by some personnel of the Internal Revenue 
Service appears to be motivated with the intent to maximize revenue within the 
jurisdictional authority of the Federal Government to tax. Such policy seems to 
ignore the explicit intent of Congress in adopting the Western Hemisphere 
trade corporation legislation which was to alleviate the “considerable com- 
petitive disadvantage” that American corporations trading in foreign countries 
have in relation to foreign competitors. (See S. Rept. 1631, 77th Cong., 2d 
sess., pp. 32, 111 (1942). See also S. Rept. 648, 76th Cong., Ist sess., p. 9 
(1939). Cf. H. Rept. 350, 67th Cong., Ist sess., p. 8 (1921), S. Rept. 275, 67th 
Cong., Ist sess., p. 6 (1921).) It also ignores the policy expressly underlying a 
considerable body of other legislation, of administration policy, and of the 
unanimous recommendations of governmental advisory groups and privately 
sponsored studies that it is to the interest of this Nation to promote inter- 
national trade and economic prosperity as a bulwark against the onslaughts by 
communism against individual liberty, peace, and the security of free nations. 

The present administration of the law by the Internal Revenue Service places 
a particular burden upon a Western Hemisphere trade corporation. Unless it 
maintains a rigid form of doing business, it may find, upon audit long after the 
transactions occurred, that title to some shipments did not pass outside the 
United States. If such disqualified shipments amount in terms of gross income 
to over 5 percent of the corporation’s aggregate business over the 3 preceding 
years, the corporation would suffer the unexpected and serious consequences of 
being disqualified as a Western Hemisphere trade corporation. 

We think that the evidence is substantial that legislation is the only effective 
means of conforming the administrative policy of the Internal Revenue Service 
in this area to more closely coincide with congressional intent. There seem to 
be two plausible solutions. The more general, and probably the superior one, 
would be to abrogate the title theory where there is involved an export shipment 
of tangible personal property, or in other words, where the sale of merchandise 
is in a foreign market in competition with foreign-made products. Under this 
approach, it would be immaterial where title to the merchandise passed from 
seller to purchaser so long as adequate proof was submitted that the destination 
of the goods was a foreign market. The economic theory supporting this ap- 
proach is that part of the cost of the merchandise is the income tax that the 
seller will incur, and that if American exporters are to compete with foreign 
competitors in foreign markets, their income-tax costs must permit them to 
compete in the market in which the goods are offered for sale. 

The destination of the goods is a test that can be practically administered, as 
has been exemplified by the exemption from the Federal manufacturers’ and 
retailers’ excise taxes, and the recently repealed tax on the transportation of 
property, of goods destined for foreign markets. (See I. R. C. secs. 4056, 4225; 
U. 8S. Treasury Regulation 113, sec. 143.30 et seq.) Ina similar vein, the Bureau 
of Customs has successfully administered a system which eliminates import 
duties on goods that are to be reexported. 

It might be objected that the destination rule would be unsymmetrical between 
exporters and importers. One answer to this is that exporters are competing 
in foreign markets while importers are competing in markets within the United 
States and, therefore, there is no reason for symmetrical treatment. In this 
regard, we think that the position in support of the title theory taken by some 
tax commentators ignores economic realities by attempting to apply the same 
test to differently situated exporters and importers. Moreover, the justification 
of the title test is primarily on practical grounds, and it has proven impractical 
as to exporters albeit practical as to importers. 

A solution by way of compromise is to incorporate the title test in the Internal 
Revenue Code, expressly providing that it will govern without exception all 
transactions in which tangible personal property is in fact exported and marketed 
in foreign areas. This would eliminate the uncertainty now present as to whether 
the Internal Revenue Service will apply the strict title test or will apply the gen- 
eral and indefinite exceptions to it. 

Of the two solutions, we think the former offers geater progress. While both 
tend to eliminate the competitive disadvantage of American exporters, and thus 
promote international trade with ensuing benefits so essential to an improvement 
in world conditions, the destination test eliminates the importance of technical 
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legal concepts in this area of taxation. Under a strict title theory, the taxation 
of income of an exporter depends upon the exporter’s knowledge of and com- 
pliance with the rules of the law of sales. To the extent that a transaction must 
be arranged in a manner different from the normal processes of the particular 
exporting industry, increased costs are incurred, and in some cases there is 
actual interference with trade, sometimes to the extent that deals are actually 
lost solely because of these artificial procedural requirements. This is of par- 
ticular disadvantage to small exporters who cannot afford to establish elaborate 
procedures, and to exporters of certain merchandise, who are forced by cus- 
tomers to conform to established practices in their industry. 

In many industries retention of title to destination is highly artificial. Simi- 
larly, special stipulation in export letters of credit to insure that payment is not 
made to the exporter until delivery of the merchandise in the foreign country is 
burdensome and artificial, particularly to correspondent foreign banks. We are 
aware of some transactions that have aborted, not because of a failure to obtain 
financing, but because a foreign customer or its bank would not accept artificial 
and unusual stipulations. In some instances involving financing by the Export- 
Import Bank and other quasi-governmental agencies retention of title to desti- 
nation and special stipulations in letters of credit would be contrary to the pol- 
icies of such agencies. Typical examples of such interference with normal ex- 
port procedures were presented in the informed and excellent testimony of Dave 
L. Cornfeld, Esq., in the hearings before the Committee on Ways and Means, 
House of Representatives, On 40 Topics Pertaining to the General Revision of the 
Internal Revenue Code (83d Cong., 1st sess., pt. 2, pp. 1455-1461 (1953). 

In all events, either of the foregoing alternatives would be superior for the 
reasons outlined above to existing law as it is administered. 

We would have preferred to present these views in person to your committee, 
but unfortunately did not learn of the hearings until it was too late to be sched- 
uled. We welcomed any future opportunity to express these views, either at a 
formal hearing or informally. 

Yours very truly, 
CONTINENTAL ILLINOIS NATIONAL BANK 
& Trust COMPANY OF CHICAGO, 
Davip M. KENNeEpy, President. 


NEw YorkK, N. Y., December 5, 1958. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, 
Washington, D. C. 

(Attention Mr. Leo H. Irwin, Clerk.) 

GENTLEMEN: Thank you for your letter of December 2 and your invitation to 
submit a statement to be included in the testimony before the Subcommittee on 
Foreign Trade Policy on the subject of United States private foreign investment. 

My office includes among its clientele companies and individual businessmen 
native to England, France, West Germany, Italy, Ethiopia, and the Sudan. 

Over the years, the writer has discussed the subject of United States capital 
investment with these clients. During the past month, he has visited several of 
them abroad and has had a fresh look at the status of commerce there with re- 
spect to United States participation. 

He has been following the testimony currently being presented before the sub- 
committee and agrees with many of the opinions voiced. However, the following 
additional observations are offered : 

1. Foreign industry has been most successful in its private investment 
programs in other countries, considering the potential competition the 
United States is capable of offering. Three important reasons for that suc- 
cess are— 

(a) The respective governments of the foreign private investors or 
suppliers induce them with special tax considerations. 

(b) Payments on contracts for both construction and supplies are 
often accepted in so-called soft currencies. 

(c) The foreign governments take a special and continuing interest 
in the progress of their private investors abroad from the economic 
and political point of view. 

2. Representatives of both the United States Government and industry 
are not as popular in foreign lands as they ought to be—often for very minor 
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causes, such as receiving special privileges in the acquisition of luxuries 
duty or tax free and displaying comforts which are greater than those 
enjoyed by others in similar positions. 

3. While the Department of Commerce renders splendid information serv- 
ices, these are often on a day-to-day or event-to-event basis and may be 
outdated. There is lacking an adequate perspective of the total potential 
of commerce and industry in certain countries, especially those in the Mid 
Kast and Far Hast. 

4. Prospective leaders of government and industry in countries of low 
literacy levels are educated primarily at colleges and universities in England 
and Europe. This tends to build up a subconscious preference for these 
countries. It should be noted that this is not, however, always the case. 
For example, the agricultural school which we have established in Harar, 
Ethiopia, I am advised, has produced remarkable results. 

The writer wishes to make the following suggestions, adoption of which should 
help to motivate and to facilitate private foreign investment, especially in 
backward areas which are rapidly assuming incerased political importance: 

1. The United States should arrange, in cooperation with the respective 
countries, technical surveys to determine the industrial and agricultural 
potential and needs and should report on the results of such studies through 
an appropirate government agency. For example, Ethiopia has fine timber 
resources. Would the establishment of sawmills be feasible from an invest- 
ment point of view and would it help the economy of Ethiopia? 

2. The United States Government should form a soft-currency pool with 
the primary aim of purchasing such currency from private industry. This 
currency could be used for administration of United States embassy and 
military staffs and for other official disbursements abroad. Consideration 
should be given to accepting foreign currency in settlement of income taxes 
on earnings abroad. 

3. We should make a study of what competing foreign governments have 
done to encourage private investment by their nationals both from the 
income tax and technical points of view and, to the extent consistent with 
our budgetary needs, try to match their inducements. 

4. Broaden the foreign income-tax credit so that credit for some foreign 
taxes, not specifically of an income-tax nature, may be allowed. 

5. Establish a clearinghouse where the plans, efforts, and results achieved 
by private industry and governments are tabulated as well as coordinated 
for each country. 

6. Attempt to attract students to colleges and universities in the United 
States on a scholarship or fellowship basis. It behooves us to convince the 
Afro-Asian peoples that most all of our colleges and universities draw no 
lines with respect to color or religion. 

7. In cooperation with the respective countries, attempt to set up local 
vocational schools to teach trades and, thereby, raise standards of living 
which, in turn, could create greater demand for American know-how and 
industry. 

8. Discourage the exhibition of preferential treatment to representatives 
of American industry and government. 

9. Establish within the Securities Exchange Commission administration a 
department to study ways and means to induce the raising of public capital 
for foreign investment and, thereby, increase the number of Americans 
interested in such commerce. 

I thank the Honorable Hale Boggs and his subcommittee for this opportunity 
to make known my feelings on this subject which is close to me as an American 
and as a professional man. 

Respectfully submitted. 

SIDNEY SrRKIN. 


Ray-O-Vac Co., 
Madison, Wis., December 5, 1958. 
Subject : H. R. 12368. 
Mr. Leo H. Irwin, 
Clerk, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 
DEAR Sir: Since our representative was not able to present the company’s views 


at the hearing on the Boggs bill, we are taking this opportunity of, presenting our 
views on the need of legislation to encourage and facilitate opportunities for 
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United States corporations to extend manufacturing and service operations in 
overseas markets. 

Let us briefly review first the nature of our business and the trend of the exports 
of all similar manufacturers since 1947. 

Ray-O-Vac Co. is a division of the Electric Storage Battery Co., of Philadelphia. 
Its major products are flashlight and radio batteries and flashlight cases. 


WHAT HAS HAPPENED TO THE EXPORT BUSINESS OF ALL DOMESTIC MANUFACTURERS 
OF BATTERIES AND FLASHLIGHTS? 


The total dollar value of exports of all such United States manufacturers in 
1947 was $14,934,879. In the year 1957 it amounted to $10,541,306, a decline of 
2914 percent. 

However, between 1947 and 1957 such exports reached a peak of $21,833,187 
and the 1957 figure was only 50 percent of that amount. 

The 1958 figure will show a further decline. 

The decline in United States exports has not been the result of a declining 
world demand for our products. Such demand has increased. The decline has 
pa caused by, among other reasons, actions by importing countries resulting 


1. Embargoes to conserve exchange. 

2. Multiple exchange rate on imports. 

3. Credit restrictions to importers. 

4. Foreign competition from countries encouraging export by tax con- 
cessions or subsidies. 

5. Increased import duties. 

To meet these and other factors prohibiting export from the United States, 
some companies have established foreign plants to protect their previous markets. 

Ray-O-Vac Co. itself has established several foreign plants and offices. We 
have done so, it is true, with a calculated risk and the hope of eventual parent 
company profits (to be taxed, of course, when repatriated ). 

Of course, we have encountered many difficulties and problems in our ventures 
such as: 

(a) The advisability of investing a highly taxed dollar in a foreign country 
with its attendant risks of devaluation. 

(b) Funds were and are not readily available for foreign corporate 
borrowing in the currency of the countries in which plants were established. 
Hence, financing by advances from the United States company were and are 
also always subject to loss by devaluation of foreign currencies. Mexico and 
Brazil for example. 

(c) Lack of any interest by established agencies of the United States 
Government to assist in financing a foreign venture by a company which, 
by nature of its business tn any one country, requires smaller amounts of 
borrowed capital than they care to process. Still our total combined re- 
quirements in all countries we are interested in could be substantial and are 
in excess of our available capital for total financing. 


OBSERVATIONS ON EXISTING CONDITIONS THAT FACE UNITED STATES INDUSTRIAL 
EXPANSION ABROAD 


Following are only a few of the threats to total United States industry here 
and abroad that face continued progress of American industry. 

1. Rehabilitation of industrial factories in Europe and Japan since World 
War II placing them in a better competitive position. 

2. Expanded research facilities of foreign competition. 

8. Proposed establishment of the free trade area, the common market area 
in Europe. 

4. Foreign credit guaranties export tax incentives and export subsidies. 

5. Laws such as the British one providing for the Overseas Trade 
Corporation. 

6. So-called Soviet declaration of war for world trade. Even if this does 
not accomplish factually what it intends to do, we must have the economic 
arms to challenge it. 


Legislation to: 
Permit United States industry to make effective use of the tremendous 
sums of foreign currency now being repaid the United States. 


WHAT WE NEED 
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A simple, straightforward facility for smaller industries to obtain working 
capital loans in foreign currencies repayable in kind. Such loans to be 
made in accordance with sound financial practice such as is now exercised 
by our domestic loaning institutions. 

Permit United States business to be competitive taxwise with foreign 
companies. 

We believe the Boggs bill is a constructive step in the right direction, It 
deserves the support of industry and government. It should be followed by 
additional study and supporting legislation. 

Yours very truly, 

VERN G. ZELLER, Vice President. 


STATEMENT OF W. R. LOVETT, PRESIDENT OF SUWANNEE STEAMSHIP Co., 
JACKSONVILLE, FLA. 


It is my opinion that if the Western Hemisphere trading corporation tax struc- 
ture was extended to United States citizens individually, that it would stimulate 
investments in Latin America particularly as follows: 

1. Investments in these countries are naturally more risky than in the United 
States and there should be some tax advantage on this account. 

2. It is my opinion that many investments in these countries are carried on 
through local foreign corporations instead of individually, in which case no taxes 
are paid to the United States unless dividends are declared or the companies are 
liquidated, which means that the taxes received by the United States are greatly 
diminished. I personally have considerable investments in Latin America which 
are conducted through local foreign corporations. If these operations were con- 
ducted individually and taxes were paid on high brackets, it would mean that it 
would be practically an unprofitable operation and no incentive for the risk taken. 

I have no way of knowing what the United States Government is receiving 
from taxes on personal investments in Latin American countries, but it is my 
opinion that it is very low. I feel that by extending the above tax structure to 
include individuals, the Government would not lose any revenues, but on the con- 
trary, it would be considerably increased as many of them would operate indi- 
vidually instead of through local foreign corporations. 

I know a number of people whom I feel would be interested in such investments 
in above countries if the tax structure were different. 

I therefore urge that your committee give favorable consideration to extending 
this benefit to individuals. 


TAXATION OF FoREIGN Source INCOME 


Statement by the International Trade Committee of the Illinois Manufacturers’ 
Association 


While United States exports continue at a high level, American manufacturers 
are facing increased competition in foreign markets from friendly industrial 
nations with low labor costs and from the Communist bloc. 

The Communists are extending their cold war to the economic field and are 
making strenuous efforts to expand their trade with the free world. They pre- 
sent a new threat to our foreign commerce since the totalitarian states, with 
nationalized industries, are not concerned with profits and terms of payment. 
The foreign trade of the Communists is a part of their national policy and is not 
motivated by the consideration of private enterprise. 

It is the proclaimed policy of our Government to promote and encourage foreign 
investments. Our system of taxation of foreign income should therefore sup- 
port this policy. It must recognize the special risks involved in investing or 
selling abroad. These risks embrace foreign exchange and import restrictions, 
depreciation and devaluation of currency, unreasonable labor laws, special im- 
port and transfer taxes, nationalization, etc. 

The Illinois Manufacturers’ Association, therefore, recommends enactment of 
tax legislation which would provide: 

1. That United States firms be allowed to organize subsidiaries through 
which all their foreign operations may be conducted and to invest profits 
earned by a subsidiary abroad in another country without the imposition of 
United States tax until the earnings are returned to the United States; 
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2. That the provisions of the Western Hemisphere Trade Corporation Act 
be extended to United States enterprises in other parts of the free world: 
3. That any foreign income tax which was waived by a foreign country as 
a specific inducement to attract foreign investments, should be allowed as 
a credit against United States tax due on such income; 
4. That as a matter of long-range policy the Government should work 
toward elimination of United States taxes on income earned abroad. 
The Illinois Manufacturers’ Association further recommends that the Treasury 
Department be guided by the intent of the Western Hemisphere Trade Corpora- 
tion Act in its rulings and interpretations of the act to permit compliance 
with the law within the framework of existing business practices. 


OBSERVATIONS AND RECOMMENDATIONS ON FOREIGN ECONOMIC AND TRADE POLICY 
BY THE ExporT MANAGERS CLUB OF CHICAGO, INC. 


TAXATION OF FOREIGN SOURCE INCOME 


We regard the policy of the United Stetes in its taxing of foreign-source 
income, as a vital phase of our international relations, an instrument which, if 
properly conceived, can faithfully serve the American interest abroad. Yet 
our laws, with but several minor exceptions, tax in full the income of our resi- 
dents and companies wherever earned, even in the vast areas of economic 
backwardness, in which to attract foreign capital and create commerce, local 
tax preferences and exemptions have been freely offered. Our tax policy thus 
not only fails to encourage but in fact subverts our basic principle of bringing 
economic improvement to less fortunate lands. 

We believe in the propriety of a system of taxation of foreign source income 
which recognizes this basic proposition: That our country’s interest is served 
when our private capital and American business venture into foreign lands 
to found and develop local industry; that especially is this true in those 
friendly areas of the world which have not yet experienced the commercial or 
industrial advancement which has brought us prosperity with freedom. 

We specifically recommend new tax legislation which would recognize, as 
a credit against the United States tax otherwise due on such income, any foreign 
income tax which was relieved or foregone in the foreign country as a specific 
inducement to attract foreign business activity or capital ; we recognize that due 
precaution should be taken in the drafting of this legislation, to prevent the 
misuse of its provisions in an unintended context. This proposal extends to 
every foreign country of the free world, regardless of its geographical location 
or the state of its cultural, industrial or economic advancement. It is intended 
wholly as an addition to, not in place of, any existing legislation. 

We believe that the time has come for the organized foreign-trade groups of 
this country to speak out against the weight of unfair authority which, con- 
trary to the avowed economic and diplomatic policies of our Government, is 
being exercised by the Treasury in its refusal to recognize the plain intent and 
meaning of the Western Hemisphere Trade Corporation Act. By this agency, 
United States taxpayers continue to be denied the tax benefits guaranteed them 
in a plainly written law, the technical meaning of the words of which has been 
well established for over 20 years. We believe that such unwarranted admin- 
istrative rejection of the clear terms of this law constitutes an invasion of the 
property rights of taxpayers, an unlawful intrusion by the executive into the 
legislative branch of our Government, and an arbitrary action which is shock- 
ing to the principles of free government. We recommend that this entire matter 
be aired before a proper congressional committee and that other requisite 
steps be taken to cause a cessation of this bureaucratic harassment. 

Lastly, we support without qualification, the passage of legislation which 
would place on a worldwide basis, the provisions of the Western Hemisphere 
Trade Corporation Act. 

Note.—The Export Managers Club of Chicago, Inc., was founded in 1919 and 
incorporated in 1927. Its 650 members represent the exporting industries, as 
well as transportation, banking, insurance, and other auxiliary services, in the 
heartland of the Middle West where an estimated 40 percent of United States 
exports originate. 
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STATEMENT BY MAJ. GEN. KENNETH BUCHANAN (RETIRED), SECRETARY, CoUNCIL 
FOR PRIVATE INTERNATIONAL DEVELOPMENT 


On November 20, a council was formed in New York for the purpose of stimu- 
lating and safeguarding international private investments. 

Approximately 75 representatives of industry, government, the banking busi- 
ness, and the legal and educational professions, attended. 

There was general agreement that the need exists for expanded private capital 
investment overseas, particularly in the so-called underdeveloped countries of the 
world. In addition, it is well recognized that private capital eventually must 
take over the costly government-to-government foreign-aid program. 

But what of the risks involved? 

It must be conceded that the climate for American and other private capital 
investments in many foreign lands is far from healthy. 

Investments have been lost through nationalization, expropriation, or confisca- 
tion. In addition, there have been instances of property freezes, refusals to 
repay debts, currency and other monetary restrictions, including inequities in 
taxation, at home and abroad, which have greatly reduced—if they have not 
destroyed—the hope of a satisfactory return from the investment. 

It is not possible to induce an enlarged flow of private capital to countries 
abroad unless the investor is assured of a fair opportunity to receive his profit 
and is given some guaranty that he will be compensated adequately in the event 
that his investment is seized. Many officials of the United States Government 
agree that our present investment guaranty program does not go far enough 
in this respect. 

Yet, the demand is growing for expanded private international investments. 
The President of the United States referred to the problem in his recent speech 
in Seattle. The Department of State and the Department of Commerce have 
special study groups coping with it. This subcommittee, through its present 
hearings, has given full recognition to the seriousness of it. 

Capital investment is necessarily a long-term proposition. Certainly it in- 
volves certain calculated risks. But when the investor cannot have confidence 
in the stability of a foreign government’s policy, and cannot have faith in the 
sanctity of contract, the enterprise loses any appeal it might have as a business 
proposition, 

The Council for Private International Development was organized in an effort 
to search (1) to find ways to expand private investment abroad, and (2) to find 
better methods of safeguarding investments. 

We believe that the unity and cooperation of the private international investors 
of our country will help to iron out some of the present foreign obstacles to such 
investments; that a strong association of American investors will deter encroach- 
ments on the sanctity of private property by foreign countries, and that our own 
governmental obstacles to foreign investments can be clarified, or brought to 
proper perspective, through unity of study by both private investors and the 
Government. 

(This statement includes a copy of the minutes of the November 20 meeting 
at which the council was formed, and a copy of a statement of basic beliefs of 
the organization, which are submitted for the permanent record of the subcom- 
mittee’s proceedings. ) 


AMERICAN ASSOCIATION To FOSTER PRIVATE INTERNATIONAL INVESTMENTS 
(TENTATIVE NAME) 


Organizational meeting, New York City, November 20, 1958 


PLANNING COMMITTEE 


Chairman: Hon. H. Struve Hensel, Washington attorney 


COMMITTEE MEMBERS 


Hon. Oscar L. Chapman, Washington attorney 

James Terry Duce, vice president, Arabian American Oil Co. 
Abraham Feinberg, president, Julius Kayser & Co. 

Judge Homer Ferguson, United States Court of Military Appeals 
Adm. Francis P. Old (retired), vice chairman, Sumner-Sollitt Co. 
Adm. Arthur W. Radford (retired), Washington, D. C. 
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David D. Ryus, general manager, Time-Life International, Inc. 
Paul Smith, counsel, Socony Mobil Oil Co. 


ATTENDANCE” 


Arnold, Harry L., Standard Oil Company of New Jersey, New York, N. Y. 

Beale, Hon. W. T. M., Deputy Assistant Secretary of State for Economic Affairs, 
Department of State, Washington, D. C. 

Bernhardt, Dr. Henry, Carl Marks & Co., (investment securities), New York, 
NEY! 

Braden, Hon. Spruille, diplomat, New York, N. Y. 

Buchanan, Maj. Gen. Kenneth (retired), public relations counselor, Washing- 
ton, D. C. 

Buchanan, William, George Fry & Associates, New York, N. Y. 

Burke, Edmund, Jr., attorney, The Texas Co., New York, N. Y. 

Carrington, John, vice president, Freeport Sulphur Co., New York, N. Y. 

Celler, Hon. Emanuel, United States House of Representatives, Washington, D. C. 

Fales, Haliburton, II, investments and securities, New York, N. Y. 

Felton, Cornelius C., president, Revere Copper & Brass Co., New York, N. Y. 

Fox, Donald, attorney, Davis, Polk, Wardwell & Kiendl, New York, N. Y. 

Frink, Edward H., Merck-Sharp & Dohme International, Rahway, N. J. 

Gamow, Leo, Ezra K. Zilkha & Sons, New York, N. Y. 

Haight, G. W., attorney, Asiatic Petroleum Co., New York, N. Y. 

Hetzel, Ralph, Motion Picture Association of America, Washington, D. C. 

Kearns, Hon. Henry, Assistant Secretary of Commerce for International Affairs, 
Department of Commerce, Washington, D. C. 

Klein, Maj. Gen. Julius (retired), public relations counselor, Chicago, I1l. 

Littman, L. M., Allis-Chalmers Co., New York, N. Y. 

Lynch, Robert J., American & Foreign Enterprises, New York, N. Y. 

Marks, Carl, investment securities, New York, N. Y. 

Michaels, James, managing editor, Forbes magazine, New York, N. Y. 

Malley, L. Richard, American & Foreign Enterprises, New York, N. Y. 

Miller, Chester, financier, New York, N. Y. 

Mitchelson, David E., Parke, Davis & Co., New York, N. Y. 

Murden, Forrest, Ford International, Ford Motor Co., Dearborn, Mich. 

Ostrander, F. Taylor, American Metal Co., Ltd., New York, N. Y. 

Palmero, Marcel A., partner, Lehman Bros., New York, N. Y. 

Pemberton, S. R., American Overseas Corp., New York, N. Y. 

Pickard, Joseph, vice president, U. S. Trust Co., New York, N. Y. 

Parks, Thomas M., Chemstrand Corp., New York, N. Y. 

Piper, George S., National Association of Manufacturers, New York, N. Y. 

Rudel, W. E., Rudel Machinery Co., Inc., New York, N. Y. 

Schucker, Paul F., American Overseas Corp., New York, N. Y. 

Spector, Dr. Norman, Vitro Corp., New York, N. Y. 

Spofford, Charles M., Carnegie Corporation of New York, New York, N. Y. 

Sweeney, Prof. Charles M., New York University Law School, New York, N. Y. 

Sykes, Walter, Allied Chemical International Corp., New York, N. Y. 

Wilkinson, Lawrence, Continental Can Corp., New York, N. Y. 

Williams, Hon. Paul, attorney, New York, N. Y. 


A group of approximately 75 officials of American business, industry and 
finance met Thursday, November 20, 1958, at 2 p. m., at the Hotel Plaza, New York 
City, to discuss the formation of an American organization that will under- 
take programs to stimulate the flow of American private foreign investment 
and provide effective safeguards for the rights of American overseas investors. 

Hon. H. Struve Hensel, prominent Washington attorney and former Assistant 
Secretary of Defense, presided over the meeting. 

Mr. Hensel’s opening remarks were directed to the purpose of forming the 
organization and he enumerated three major principles which would be required : 

(1) To work for the protection of existing private foreign investments; 

(2) To provide a healthy climate for new investments, with special em- 
phasis on investments in the less-developed countries ; 

(3) To focus public attention on how expanded private foreign invest- 
ment might help reduce the tax burden on Government aid. 


2 Also include 9 members of the planning committee. 
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He stressed the importance of an overall political-economic objective with the 
ultimate goal of defeating communism, not because it is Russian, but because it 
destroys the individual. 

“The protection of existing private investments,” Mr. Hensel pointed out, “is 
of primary importance to the American businessman.” United States investments 
today are extremely large—somewhere between 37 and 38 billion dollars, as 
opposed to $26.6 billion in 1955 and $15.2 billion in 1930. 

He noted that during the last 2 or 3 decades there has been a shift from 
portfolio investments—that is, investments in the securities of foreign 
companies—to direct investments by American firms, i. e., establishment of over- 
seas manufacturing facilities, foreign subsidiaries, etc. He said that two-thirds 
of the present United States foreign investment is direct. Outside of mining, 
smelting, and petroleum, only about $5 billion was invested in 1955. Those in- 
vestments have amounted to between $800 million and $900 million a year since 
then. 

Except for public utilities, he said, United States companies investing abroad 
are earning more money than companies which limit themselves to domestic in- 
vestment. Overseas investors are enjoying earning rates of about 17 percent as 
against 10 percent scored by domestic investors. 

Mr. Hensel noted that new investments today are rather small. Since World 
War II, only about one-half percent of the national income has gone into private 
foreign investments, whereas in the 1920’s about 1 percent of the national income 
was invested outside the United States. However, investment has not been 
made to a large extent in the underdeveloped countries. He also said that yields 
for our investments have been very attractive during the past 7 or 8 years. 

“Therefore,” he went on, “if we can provide the funds, there is a real business 
advantage in the foreign market for private investments.” 

He informed the group that less than one-half of 1 percent of United States com- 
panies have investments abroad—there is a great need for improvement and ex- 
pansion in the climates in many countries, so that more American companies will 
be induced to invest in facilities in those countries, but can be discouraged from 
doing so unless safeguards are assured. Some of the obstacles which require 
careful consideration and altering are: 

(1) Creeping expropriation in unstable countries ; 

(2) Lack of convertibility of currency ; 

(3) Restrictions on dividends ; 

(4) Political instability (the investor is subject to rules and regulations; 
serious risk of property damages and management injury, etc.) ; 

(5) Heavy local taxation ; 

(6) Residence requirements (restrictions quite frequently require employ- 
ment to come from local sources and thus limit the use of foreign skilled 
personnel which is necessary to lend efficiency to the companies) ; 

(7) Antienterprise legislation (some countries are distinctly opposed to 
private investment). 

What can be done about these barriers? 

Citing his own experience in Government, Mr. Hensel noted that United States 
Government aid programs are very difficult to administer economically. That 
is one explanation of the tax burden resulting from the drain on public funds. 
In 1957, of some $5 billion expended in United States foreign aid, $4 billion was 
in direct grants, he said. He added, it is impossible to get the most out of the 
dollar if handled on a Government basis, especially in transmitting funds to 
foreign governments. 

Private investment offers more inducement for capital investment. Entre- 
preneurial skills are made available for better manufacturing and management 
methods. It not only can broaden local capital markets, but can do a much 
more effective job of spreading our theory of private enterprise. In the end, 
he said, private capital often does a better job of creating better governmental 
relationships. 

He pointed up the need for a closer relationship between businessmen abroad 
and foreign diplomatic officials to create the goodwill required for the success 
of private investments. 

Mr. Hensel surveyed the steps government has taken to encourage expansion 
of private foreign investment and what must be done to spread a climate of 
security among foreign nations: 

(1) A guaranty investment program must be developed to protect private 
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properties from expropriation; a method must be established to guarantee 
convertability of funds. 

(2) Tax incentives: Congress must consider proposals for reducing taxes 
on foreign-located businesses and personal income. 

(3) There are too few treaties of friendship, commerce, and navigation 
between the United States Government and foreign countries, calling for 
nationals of signatory nations to enjoy fair and equal treatment of private 
property rights. This is especially evident in the less-developed countries. 
In fact, there are only about 7 or 8 such treaties of which only 2 have been 
ratified. 

He said he did not believe there was any one answer to the problem of easing 
the way for enlarged private foreign investment by Americans. 

He saw a need for close study of the relationship between United States anti- 
trust legislation and private foreign investment. 

He called for reexamination of competitive factors that now obtain between 
Government aid programs and private investment. 

He urged a program to intensify the interest of United States diplomats in the 
foreign business problems of American companies. 

He felt that much thought should be given to bilateral and multilateral treaties 
to serve as insurance to the investor in the settlement of disputes. At the present 
time, he continued, there is practically nothing of the kind in existence. 

Mr. Hensel made it quite clear to the group that the endeavors of this associa- 
tion had nothing whatsoever to do with the German war assets problem. He was 
most emphatic about not associating himself with any organization that was 
in any way remotely connected with that problem. 

At this juncture, Mr. Hensel introduced the Honorable W. T. M. Beale, Deputy 
Assistant Secretary of State for Economic Affairs, who represented Assistant 
Secretary C. Douglas Dillon. 

Mr. Beale expressed Mr. Dillon’s regrets for not being able to be present, 
explaining that he had been on a very intensive tour of several countries. 

He opened his remarks about the objectives of this association by saying that 
the State Department is very much in favor of the aims of the proposed asso- 
ciation. He pointed out that the Department’s go-slow policy on multilateral 
treaties was a product of past experience. One frame of reference in which State 
sees this problem, he said, is a recurring proposal for a treaty under United 
Nations auspices. The difficulties of achieving an effective instrument under 
United Nations auspices is self-evident. 

He emphasized that despite past obstacles, the Department retains an open 
mind on solutions which it recognizes must be found to the entire problem of 
United States foreign aid. State fully recognizes that private investment has a 
most important role to play. 

He said: “We are now in a decade of attention to the less-developed countries.” 

A program of reconstruction will be launched just as was done in postwar 
Europe. In this connection, he said, private investment will play a very impor- 
tant part. The Department is completely in favor of the multilateral approach 
to this problem, but it is aware of the difficulties involved in arriving at multi- 
lateral treaties. It has been the experience of State that multilateral treaties, 
if arrived at in convention, merely bring the strong to the level of the weakest 
nations and result in agreements that have no substance. However, treaties 
which establish sound principles and then are successively subscribed to by many 
nations are different. He went on to cite President Eisenhower’s and Mr. Dillon’s 
recent statements which indicate the extent of the Government’s preoccupation 
with the total problem of foreign aid and the contribuiton private investments 
can make. It was also a much-discussed subject at the recent conference of 21 
Latin American Republics. 

He referred to the proposals advanced by Mr. Abs and Sir Hartley Shawcross 
and said that any fruitful discussion by State with an American organization 
that shared the Abs-Shawcross views would depend on development of a state- 
ment of principles defining the attitude of a responsible cross-section of Ameri- 
can business and industry on this subject. A key question in considering a 
multilateral agreement, he said, was how many, and what kind, of signers 
could be expected. 

He noted that Sir Hartley had suggested the European Common Market 
countries or the OEEC might be the first signatories. He raised the possibility 
that the International Finance Corporation might consider formulation of an 
agreement which would establish sanctity for private foreign investments as a 
condition for IFC participation. 
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He cited a resolution adopted by the Malayan Federation, calling for judg- 
ments by both capital-importing and capital-exporting nations on the type of 
investments that should be given consideration. He suggested that further 
study of the Malayan resolution might provide helpful knowledge. 

At the same time, he called attention to domestic legal and legislative struc- 
tures which might slow consideration by some countries of a multilateral treaty 
and suggested, therefore, that all avenues of approach be considered so that 
some countries would not be excluded because domestic laws might prohibit 
participation in some restrictive plan. 

Mr. Beale pointed out several factors which will have to be taken into con- 
sideration : 

(1) The fields of activities in investments and the volume of such in- 
vestments. 

(2) Methods of financing these investments. 

(3) Much thought will have to be given to the measures in use or con- 
templated for private investments in underdeveloped countries. It will 
have to be decided whether this is going to be a multilateral treaty among 
a few select countries or whether you can bring all foreign countries 
together at the same time. 

What will Canada’s thinking be on this question? This might create a problem 
for you, he said. Canada cannot apply Federal law in its provinces. Australia 
operates under the same handicap. 

India’s statute books, he pointed out, includes laws which might preclude the 
submission of disputes to an outside legal tribunal, as advocated by the Abs Magna 
Carta. 

Iraq has been known to overthrow governments for subscribing to legal concepts 
that do not square with existing Iraqi law. 

South Africa has resisted adoption of laws that would bolster claims by 
nationals of other countries. 

A major question, he brought out is: “How do you sell this approach to a treaty 
of this kind? Especially, what strategy will be used in selling the idea to the 
Senate? After this has been accomplished, your next step is selling it around the 
world. You will have to assume some negative aspects in areas where courts 
have dicffiult and strict rules as outlined heretofore.” 

The problem will have to be tackled with consistency in its policies. We must 
be able to make a case that would advance our interests in underdeveloped 
countries and not in action taken adverse to our interest. 

These are some of the problems that would confront United States policy if the 
United States were to take the lead in seeking adoption of a multilateral covenant, 
he noted. 

Freely conceding that it is in the self-interest of the United States to stimulate 
private foreign investment, he said that there is a general need for education on 
this subject and he said that this need extended to the State Department. 

Mr. Beale agreed with the points brought out by Mr. Hensel on the importance 
of a favorable climate for investments, consistency in currency convertibility and 
lessening of the heavy tax burdens. 

He said that an organization such as the one contemplated at this meeting 
could be of great help because only through discussions with responsible groups 
could the Department arrive at a realistic and effective program, 

The chairman again took the floor and elaborated on the obvious awareness of 
the problems and said much thought and consideration will have to be given by 
each member of the proposed association to reach a satisfactory solution. 

He then threw the meeting open for discussion. 

A gentleman, in referring to the need for good will between American business- 
men abroad and the diplomatic corps, quoted an incident in India where a com- 
pany had a problem concerning competition with another company. The official 
of the company went to the Ambassador and pleaded his story. Because of his 
open frankness he was given every consideration and the problem was solved 
with dispatch. 

Mr. Hensel then introduced Congressman Emanuel Celler, chairman of the 
House Judiciary Committee, who reaffirmed his thinking along the lines of the 
group and stressed the importance of fear of expropriation, additional tax burdens 
and currency problems. He agreed wholeheartedly with the idea of a Magna 
Carta to protect the interests of individuals engaged in business enterprises in 
foreign countries. He also endorsed the efforts of this private organization to 
promote American industry to play a large part in the rehabilitation of less- 
developed countries instead of our Government giving aid so freely to under- 
privileged areas. 
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Mr. Celler was also in agreement with the concepts of the Abs and Shawcross 
drafts to bring about a Magna Carta. 

“I am interested from a public-spirited viewpoint, as well as from my official 
capacity in the Congress of the United States,” Mr. Celler said, 

He assured the group of his 100 percent support and cooperation in guiding 
them with the proper legislation necessary to the success of their mission. 

The chairman then introduced the Honorable Henry Kearns, Assistant Secre- 
tary of Commerce for International Affairs, who represented Secretary Strauss, 
who could not be present. Mr. Hensel explained that Mr. Kearns was in attend- 
ance in the capacity of an observer. 

The planning committee, consisting of several prominent personalities, who 
met a few weeks ago to form the nucleus of this organization, were introduced. 
They are: 

Hon. Oscar L. Chapman, Washington attorney. 

James Terry Duce, vice president, Arabian American Oil Co. 
Abraham Feinberg, president, Julius Kayser & Co. 

Judge Homer Ferguson, United States Court of Military Appeals. 
Adm. Francis P. Old (retired) vice chairman, Sumner Sollit Co. 
Adm. Arthur W. Radford (retired), Washington, D. C. 

David D. Ryus, general manager, Time-Life International, Inc. 
Paul Smith, counsel, Socony Mobil Oil Co. 


Mr. Carl Marks, a foreign securities specialist, suggested that the association 
not be limited to the United States, but that an international organization be 
created to serve the same purpose and do away with the obstacles facing us. In 
addition, he pointed out that pending such time that intergovernmental agree- 
ments could provide safeguards, this association, in cooperation with similar ones 
of other countries could provide a strong measure of protection. This could be 
achieved through measures similar to credit ratings. Countries which violated 
the principles of sanctity would not be eligible for further private investments 
from association members. 

Mr. Hensel agreed that this would be an excellent approach and assured Mr. 
Marks the committee would take it under advisement. 

Mr. Leo Gamow, representing the Zilkha Co. (foreign investors) touched on the 
taxation problems. Drawn from actual experience when his company goes into 
a foreign country, he said that due to the heavy burden of taxes, there is very 
little left after taxation. He went on to explain other problems facing the Ameri- 
can investor, including the task of getting their income out of foreign countries 
due to the many restrictions levied upon them. 

Both Messrs. Hensel and Beale agreed that these points should be given utmost 
consideration and much can be done at home along this line. 

David D. Ryus, a member of the planning committee, then introduced a reso- 
lution to form the organization. In part it provided that “it is the sense of this 
meeting that an American organization be founded which will have as its pur- 
pose the stimulation and seeking of means for fostering and safeguarding private 
international investments, with the ultimate objective that the governments of 
the free world will provide official safeguards through treaties, agreements or 
such other means as will give protective climates.” 

All were in favor of this resolution with the exception of Mr. Haliburton Fales, 
who represented Mr. Lowell Wadmond, New York investment broker. He 
challenged a statement: “* * * whereas there are no present standards between 
countries as to what constitutes climates of friendliness and security * * *.” 
It was the consensus that, if there are standards, they are of an indefinite char- 
acter. Mr. Hensel advised the group that if the language contained in the reso- 
lution wasn’t acceptable to the American public and legislators it would be 
revised by the steering committee to express the will of the meeting. . (This will 
be done at an early date.) 

The chairman then made a motion to appoint a steering committee to super- 
vise (1) the name of the association, (2) election of officers, (3) financing of the 
organization, and (4) a constitution, statement of aims, and a charter for the 
organization. 

He asked for suggestions from those present for the nomination of persons 
to serve on the steering committee or for volunteers. 

Admiral Old suggested the name of the president of his company, Mr. Sumner 
Sollitt, of Chicago, to be a member of the committee, adding that he (Old) 
would, of course, do the footwork. 

Prof. Joseph M. Sweeney, of the New York University Law Center, volunteered 
his services, as did Mr. Carl Marks. 
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It was agreed to from the floor that the steering committee be kept within 
working size and this was agreed to as being practical. 

Motions were seconded for all members of the steering committee and, there 
being no objections, all were endorsed. 

Gen. Julius Klein was introduced by Mr. Hensel, stating that General Klein 
had been a very generous contributor in time and effort toward the formation 
of this association and had pledged his continued support in its behalf. General 
Klein, in turn, asked for and received permission to introduce Judge Homer 
Ferguson of the planning committee. The chairman called on him for a few 
words. 

Judge Ferguson reassured the group of his great interest in their project and 
placed special emphasis on the importance of the development of international 
trade, not only for our own country, but also for foreign countries. He sug- 
gested that the steering committee lay out plans for American businessmen to 
foster legislation at home along the lines of international trade. 

“As a member of the Senate Foreign Relations Committee and the Appropria- 
tions Committee during my entire time in the Senate,” he said, “I recognize the 
importance of proper legislation for this organization.” 

“If we help other nations,” he added, “we are helping ourselves in the free 
world, not by grants and loans, but one of free enterprise.” 

He went on to say that by virtue of the fact that we send hundreds of thou- 
sands of doliars to foreign countries is not the solution to our problem. Skills 
should play a very important part in educating other nations to our way of 
business. 

“I wish to advise this group of my full support in its endeavors, and I hope 
something concrete will result from our efforts,” he said. 

Everyone was in agreement with the judge’s remarks. 

Mr. Hensel said the first step would be to work up a framework for the asso- 
ciation, to include an executive council, a program committee, and such other 
working committees as may be desirable. 

The group failed to agree on a name for the organization, although several 
suggestions were contributed. Among them were “Association to Foster Inter- 
national Development,” “Industrial Enterprise,” “International Trade and In- 
vestments,” and “Private Industry Abroad.” All of these were taken under con- 
sideration, although Mr. Hensel thinks that “private international investments” 
should, by all means, remain in the title. Those present were invited to suggest 
names by mail. It was agreed that the name must be suggestive, but should be 
comparatively short. 

“This organization cannot become ‘just another organization’ to accomplish 
nothing worthwhile. It must have a clearly defined purpose and officials who 
have the professional know-how and interest to carry out its purpose,” Mr. Hensel 
remarked. 

It was noted that several organizations had had the idea of a multilateral 
approach to this question, but nothing concrete has developed thus far. It was 
agreed that this organization must not let this happen. 

Mr. Feinberg then suggested that the body elect a temporary chairman and 
secretary for the organization. 

Mr. Hensel, temporary chairman, secondad the motion. All were in agree- 
ment. 

Mr. Hensel was nominated chairman and Gen. Kenneth Buchanan (retired), 
of Washington, was nominated secretary of the association. The motions were 
seconded and no one was in opposition to either nomination. 

There was no further business at hand and the chairman adjourned the meet- 
ing at 3: 30 p. m. 


[Extract from American Bar Association Journal of September 1958] 
ANTITRUST LAws: A DAMPER ON AMERICAN FOREIGN TRADE? 


(By Sol M. Linowitz, of the New York Bar (Rochester) ) 


Mr. Linowitz is concerned about a series of antitrust decisions 
recently handed down by American courts that may have definite 
deterrent effect upon American businessmen making investments or 
doing business abroad. The article, based upon an address before 
the Tenth Annual Conference of the Inter-American Bar Associa- 
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tion, compares American law with the laws of other countries to 
show the restrictive nature of our policy. 


A group of decisions by American Federal courts affecting business arrange- 
ments outside of the United States have in recent months been attracting con- 
siderable attention and deep concern. And quite properly so, for by their terms 
these cases will necessarily have a significant effect on business arrangements 
which American companies may feel free to make anywhere in the world. 

The Federal cases involved are almost too familiar: Timken, National Lead, 
Minnesota Mining, Benefiuz, Alcoa, General Electric (light bulb), J. C. 1, and 
Holophane. Any American lawyer concerned with his client’s foreign ventures 
has read them again and again (not always with increasing clarity or profit), 
and members of the bar in other countries have, we know, also been pondering 
them at length. 

Reduced to its simplest terms, the thrust of these decisions is to subject to 
our antitrust laws agreements entered into with companies outside of the United 
States and thereby to create a possible liability on the part of the American par- 
ticipant in a joint business venture abroad. It is, of course, true that a careful 
reading of these decisions reveals that in each the court found a violation of the 
antitrust laws only when there was an absence of a bona fide effort to promote 
foreign trade and that in every instance companies dominant in an industry 
agreed among themselves to try to divide up world markets against competition. 
By the same token, in none of these cases has an American court said that Ameri- 
can and foreign companies may not join together for a valid purpose of expansion 
of trade, including as part of such an agreement restrictions and understandings 
reasonably and realistically related to the protection of legitimate property, 
patent and trademark rights and consistent with the maintenance or encourage- 
ment of competition. 

The widespread opposition to the impact of these decisions today is based on 
the contention that the application of our antitrust laws in the foreign area in- 
volves them in the foreign policy of the United States and does so in a manner 
which thwarts rather than furthers American foreign policy objectives. As one 
thoughtful group has said :* 

“[The] problems involved in the application of our antitrust laws to commerce 
with foreign nations are so different from those presented when those same laws 
are applied to commerce among the several States that we need a new procedure 
to accommodate our laws to deal with the political questions that are so often 
presented. It is surely not good foreign relations or good national security or 
even good antitrust law to continue the present situation in which our statutes 
regulate without regard to the differences that prevail between the application of 
these laws at home and abroad and without provision for separate treatment of 
the political questions that so often arise when we apply these laws abroad.” 

Accordingly, it is argued that our antitrust law should be not only an effective 
instrument to achieve, where appropriate, our stated antitrust policy, but also 
a flexible instrument to accommodate that policy to more pressing interests of 
our own security and relations with foreign nations in the world of today and 
the future. 

FOREIGN POLICY—CONFLICT WITH ANTITRUST LAWS 


In support of this argument, it has also been pointed out that American foreign 
policy with respect to aid to underdeveloped countries is often hampered by the 
attempted imposition of antitrust sanctions; that, similarly, foreign trade and 
investment by Americans abroad are discouraged if there is a real danger of 
antitrust involvement; and in cases where foreign policy dramatically clashes 
with antitrust policy—as in the case of the Iranian oil consortium of 1951 or 
the more recent Middle East Emergency Committee—antitrust condsiderations 
have had to be set aside. 

Of perhaps the greatest interest to lawyers outside of the United States is 
the contention that the practice of trying to apply our antitrust statutes to ar- 
rangements made in other countries constitutes intrusion into the internal affairs 
of other countries. Some have even gone so far as to label such an approach by 
United States courts “acts of judicial aggression” and “contrary to international 
law.” And, to paraphrase the comment of Charles R. Carroll of the National 
Foreign Trade Council, American companies find themselves punished in the 


1 Report of Special Committee on Antitrust Laws of the Association of the Bar of the 
City of New York, p. 29. 
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United States for doing abroad what they would be punished for abroad for 
not doing. 

The bewildering aspects of the problem and the attendant uncertainty with 
regard to the course which an American manufacturer could properly follow 
abroad led the United States Senate Antitrust Committee to hold hearings 
recently in a search for meaningful answers. 

As part of the committee’s efforts, Senator Kilgore, chairman of the com- 
mittee, and Joseph W. Burns, chief counsel, attended conferences with repre- 
sentatives of American chambers of commerce in London, Paris, and Rome. 
The same theme was heard everywhere: The laws of the foreign countries in 
question differed so much from those in the United States that an effort to apply 
our antitrust laws to foreign trade, investment and licensing abroad was raising 
grave obstacles to American business in other countries and hindering the very 
activities which our Government’s foreign policy sought to encourage. 

Germany has also passed an antitrust bill which differs in some very impor- 
tant respects from the British act. Prompted by American anticartel policies, 
the German statute would outlaw cartel arrangements unless and until ap- 
proved by a so-called cartel authority. The German legislation catalogs the 
kinds of restrictive arrangements which would be deemed unlawful. There will 
be expressly excluded, however, a cartel arrangement which is “likely to safe- 
guard or promote foreign trade.” In short, German industrial combinations 
designed to open up foreign markets or compete vigorously outside of Germany 
will not be restricted by any of the current proposed provisions of the German 
restrictive trade practices act. 

In France the first antitrust law was passed in July 1952, and it was super- 
seded by a decree in August 1953. The French law provides for a technical 
committee which would have authority to inquire into cartel and monopoly 
practices and to report to a governmental commission. The Government is not 
bound to follow the decisions of the commission, although it generally does so. 
It is noteworthy that in France the Government will in times of economie crisis 
or overproduction permit restrictive agreements which are considered beneficial 
and will even help to eliminate competition. For example, the railroad repair 
business in France was carried on by 40 separate companies and it became clear 
that this was far more than were required. The Government therefore asked 
for a reduction to 22 repair concerns and the others had to move into another 
type of business. 

An important influence with respect to competition in France is that the 
Government establishes minimum wages as well as minimum prices. And 
there is a tendency to develop small units of operation rather than the Ameri- 
can type of large business activity. 

In Italy there is no antitrust legislation and restrictive practice arrange- 
ments are, therefore, legal. Economic conditions in Italy in the 1920’s had, as 
a matter of fact, resulted in legislation approving restrictive agreements. Dur- 
ing the depression the formation of syndicates was specifically authorized; and 
while these were ostensibly merely temporary measures, they still remain on 
the statute books. These syndicates were encouraged by the Government to 
pool resources and were even granted certain tax exemptions. In 1950 there 
was some effort to regulate these combines by requiring registration of any 
restrictive agreements and submission of them for approval to a citizens’ com- 
mision. The bill did not, however, become law, but there continues to be con- 
cern in Italy with the industrial combination. In recent months an antitrust 
bill was submitted to the Italian Parliament which would prohibit all joint 
attempts to restrict competition on the Italian market, fix prices of raw mate- 
rials or products, set production or market quotas, regulate investments, and 
distribute zones, products, customers, and sources of supply. It would not, 
however, affect situations in which one large company had acquired a dominant 
position in the market. Under the bill a nine-man commission is to be estab- 
lished in order to determine compliance with the law and to take such steps as 
might be required in order to reestablish a free market. 

In this hemisphere, Canada has for some time had its own experience with 
antimonopoly legislation and prosecution. While monopoly and the intent to 
monopolize have been illegal in Canada since 1889, there were few significant 
antimonopoly prosecutions until after World War II. The MacQuarrie Com- 
mittee in Canada—in charge of antimonopoly enforcement—was re-formed in 
1952 and established both an investigative and enforcement staff to bring offenders 








620 PRIVATE FOREIGN INVESTMENT 


before a Restrictive Trade Practices Commission. Following a hearing, the 
Commission recommends to the Minister of Justice whether recourse should be 
had to the courts in the case of a particular offense. 

Since 1950 there have been some significant moves against merger and monopoly 
in Canada—of which the most dramatic was the Canadian Match monopoly case 
upheld by the Canadian Supreme Court in 1954. 

Despite considerable opposition to any important extension of antimonopoly 
policy in Canada, it is likely that the antitrust policy will be strengthened in the 


future. 
ANTITRUST SUITS—AN AMERICAN HAZARD 


While this bird’s-eye view of antitrust efforts in some other countries suggests 
that other small steps are being taken to combat monopolies and combinations 
in restraint of trade, it is still unmistakably clear that the American who seeks 
to enter into a joint business arrangement abroad will find himself under greater 
restraint than his non-American competitor or partner. And despite the best 
intentions and warm assurances that American industry is seeking the oppor- 
tunity to help in the expansion of the production facilities of other countries, the 
thoughtful American businessman who seeks to enter into a non-American manu- 
facturing venture must carefully ask whether by doing so he will be incurring a 
significant danger of prosecution under the American antitrust laws. 

The American Chamber of Commerce in London contended that, while it 
supported the antitrust laws at home, it felt that these laws should have no 
application in the United Kingdom. The London chamber asserted that economic 
stability is an important objective in British trade and the British view had been 
to recognize the desirability of fixed and stable prices. The attempted imposition 
of American antitrust policies into this kind of situation would, the London 
Chamber of Commerce maintained, prove detrimental in many important respects 
and cited this illustration: 

An American company which had for many years a 49-percent interest in a 
British company manufacturing similar products in England recently determined 
to abandon its British venture because of the possible effect of our antitrust laws. 
The agreement between the American company and the British manufacturer 
ealled for the exchange of technical information and know-how and reserved 
eertain markets for each company. The British and American companies then 
undertook to renegotiate a new agreement in an effort to avoid problems under 
American antitrust laws, but they were unable to obtain the consent of our 
Justice Department to the new agreement. Ultimately the American company 
concluded that the only safe course was to divest itself of all interest in the 
British company in order to satisfy the Department of Justice. The net result 
of this, the London chamber pointed out, was to drive the American company 
from the foreign field precisely contrary to the Government’s apparent policy for 
economic expansion abroad; and at the same time the British economy was 
deprived of the benefits of know-how regarding a very significant industry. 

Accordingly the London chamber advocated strongly that international business 
arrangements, which do not operate within the United States, should properly 
depend for their validity on the law of the place where they are engaged in 
business and not the laws of the United States. This, they said, would be the 
only course consistent with both international comity and the overall objectives 
of our Government. And, on the contrary, continuing to follow the present 
interpretation of our antitrust laws abroad would, the London chamber claimed, 
lead to these consequences : 

1. Discouragement of United States investments overseas; 

2. Loss of income to the United States; 

3. Loss of association with overseas industry ; 

4. Compulsion of overseas associates to make arrangements with other 
companies in other countries: 

5. Loss of great opportunity to promote international good will and friend- 
ship; and 

6. Risk that the United States will become isolated. 

American chambers of commerce interviewed in Paris and Rome expressed 
virtually the same point of view. Interestingly enough, all this was taking place 
at a time when various countries of Western Europe were themselves for the first 
time beginning to give serious consideration to antitrust legislation. 
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RESTRAINTS ON TRADE—THE BRITISH POLICY 


In Great Britain arrangements between competitors restraining trade have 
historically been considered by courts in the light of their effect on “public 
interest.” But since the usual common-law test as to the reasonableness of an 
agreement has been the effect upon the immediate parties, no one has been able 
to establish that an agreement which is found to be reasonable between the 
parties is at the same time contrary to public interest. Competitors have, 
therefore, been able to combine to fix prices, to allocate trade areas, to exclude 
outsiders, and the courts have been most reluctant to interfere with the sanctity 
of contracts thus made. 

In 1948 Parliament established a Monopolies and Restrictive Practices Com- 
mission and charged it with the task of conducting investigations where in- 
structed to do so by the British Board of Trade. The function of the commission 
was to report whether conditions existed which were contrary to the public 
interest and, in the event of such unfavorable finding, to make recommendations 
as to actions which might be taken “to prevent or remedy any mischief.” This 
commission arrangement (which has no counterpart, by the way, in our American 
system) has been a loose and quite ineffective device. Most of the work of the 
commission has consisted of investigations of specific industries, but there was 
one general study of collective discrimination in 1955 which found that there 
were certain discriminatory practices and arrangements prevalent in Great 
Britain. Two possible courses of action were recommended: (1) Compulsory 
registration and publication of agreements with subsequent prohibition of those 
later found to be against public interest ; or (2) a general prohibition of practices 
with certain exceptions to be spelled out. The conclusion was that the second 
course would be preferable. 

In 1956 there was passed in Great Britain the Restrictive Trade Practices Act 
designed to combat monopolies and other types of restrictive price agreements in 
Great Britain. In brief, the act provides that various practices, including agree- 
ments fixing prices and quotas, shall hereafter be regarded as against the public 
interest unless those who wish to participate can satisfy a tribunal called the 
restrictive practices court—consisting of both legal and lay members—that the 
advantages conferred by the agreements will outweigh any harm which might be 
caused. All agreements which provide for price fixing, exclusive dealer arrange- 
ments, allocations, and similar practices, must be registered, and the burden of 
proving that any restrictive practices are not contrary to public interest is placed 
on the businessmen who are parties to the agreement. 

In May 1957, the special committee on the antitrust laws of the Association of 
the Bar of the City of New York issued a preliminary report dealing with the 
problem, After examining the situation and pointing up the difficulties which 
have resulted, the committee offered a solution: It proposed that the American 
Congress pass a law specifically vesting in the President power to grant exemp- 
tion from the antitrust laws to any person or company which the President spe- 
cifically finds is in its foreign commerce activity furthering the national security 
or foreign policy of the United States. It is the committee’s opinion that only 
by this means can the formidable complexities of the problem be effectively met. 

While the committee’s position is entirely understandable, there is at least a 
serious question as to whether compliance with the committee’s recommendation 
would, in fact, achieve the objectives sought. In the first place, there is a prac- 
tical problem of whether the American Congress, charged by the Constitution 
with the regulation of commerce and legislating in the area of monopoly and 
antitrust since the Sherman Act of 1890, would be willing to surrender its author- 
ity in this area to the Executive. Apart from this, however, there is a grave 
question as to whether the proposal of the committee would not propel the whole 
situation into the political arena and bring with it concomitant pressures designed 
to secure an exemption for one particular industry or another. Moreover, the 
requirement that such exemption be accompanied by a special finding of the 
President would necessarily be a limiting and unduly complicating factor and, 
thereby, defeat the major purpose of the proposal. 

Is there a better answer? The Report of the Attorney General’s Committee 
on Antitrust Laws, issued in 1953, suggested that the Department of Justice recog- 
nize the need for consultation with other branches of the Government before 
instituting antitrust action in the international area. Specifically, it indicated 
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that in recent years the Department of Justice had consulted informally with the 
Department of State, Department of Defense, and National Security Council in 
these matters. Obviously the need is for more than a haphazard type of informal 
consultation when we are dealing with matters which may seriously affect the 
foreign policy of the United States. There are a number of agencies of the 
Government which are entitled to be heard and whose views are deserving of 
thoughtful consideration before a decision is taken to institute antitrust pro- 
ceedings with reference to foreign business ventures. In addition to the Depart- 
ments of State and Defense, the Departments of Commerce and Treasury and 
Interior and Agriculture may in particular cases be direcly concerned. Simi- 
larly, the United States Information Agency and the International Cooperation 
Administration may be as important to a determination in a given case as the 
National Security Council. 

It is hardly novel to urge that the most practical way for dealing with the 
situation immediately is to establish an intergovernmental agency committee 
which could be called together to meet with the Attorney General and help in the 
ultimate decision as to whether proposed action under the antitrust laws will be 
in furtherance of the national interest. 

All of us are today deeply concerned about the state of our national foreign 
policy and recognize the vital stake which we have in the kind of world we seek 
to build together. As members of the bars of our respective countries, we are 
under an obligation to be at the forefront in helping to develop policies and pro- 
cedures which will assure the right kind of working relationships among nations 
in order to advance the paramount objective of better understanding and world 
peace. For us in the United States, both the challenge and the opportunity are 
greater than ever before. Almost a half century ago President Theodore Roose- 
velt summarized the choice which is still before us: “The United States of 
America has not the option as to whether it will or will not play a great part 
in the world. It must play a great part. All that it can decide is whether it 
will play the part well or badly.” 


WASHINGTON, D. C. 


To the Subcommittee on Foreign Trade Policy, Committee on Ways and Means, 
United States House of Representatives: 

The United States Cuban Sugar Council, composed of companies (named at 
the end hereof) which are American owned or controlled and engaged in the 
production of sugar in Cuba, respectfully submits this statement with respect to 
the relation of United States trade policy to private investment in Cuba. 

The following table gives United States Department of Commerce figures on 
the amount of United States private investment in Cuba: 


United States direct investments in Cuba—Selected years 








= {In millions of dollars] 
+ ‘et | ; | | iF 
Investment 1929 | 1940 1946 | 1950 | 1952 1955 1956 

ainehdeaetanantirine = Biggin aan 
Agriculture 4 eee 575 | 241 227 | 263 272 282 285 
Petroleum, chiefly refining and marketing 9 | 10 14 | 20 24 | 37 51 
Manufacturing. -- 45 27 4) 54 63 | 55 65 
Public utilities_ ; 215 233 253 271 289 | 312 316 
a kde hdc cess 75 49 19 34 38 5O |} 57 

Tetel 221: ; 919 560 553 642 686 736 774 


Since 1953, the only foreign investments of importance in Cuba are those of 
the United States. The American investments exceed 90 percent of the total 
in the telephone and electric services, about 50 percent of public service rail- 
ways, and roughly 30 percent of raw sugar production. Among United States 
investments in Latin American countries, Cuba ranked third in 1957 and was 
outranked only by Venezuela and Brazil. In 1929, Cuba had ranked first. 
Between 1929 and 1946, United States investments in Cuba had declined by 
some’ 40 percent. Overall United States investments in Latin America almost 
doubled between 1946 and 1953, but in Cuba the increase was only 24 percent. 
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Since 1953, however, it is estimated that about $500 million have been invested 
or projected for investment in Cuba, by American companies; principally in 
public utilities, mining and metals, oil refining and exploration; and miscel- 
laneous manufacturing. 

An excellent study of Investment in Cuba, prepared by Ambassador Merwin L. 
Bohan (retired), was published in 1956 by the United States Department of 
Commerce. In addition, the Department published in 1957 a booklet on Invest- 
ments in Latin America, including a section on Cuba. Dr. Bohan’s study in- 
cludes a review of foreign and domestic investments in Cuba (pp. 9-15). 

The history of United States investments in Cuba shows that: 

(1) The expansion of such investments in the period of 1902-29, was due in 
large degree to the reciprocal trade policy of the United States toward Cuba. 

(2) The decline in 1929-46 was due to repercussions from the unfavorable 
trade policy of the United States during the period 1929-33, whose adverse 
effects continued to be felt in 1934-41, although the policy had changed for the 
better. 

(3) The subsequent expansion since World War II was a result of the economic 
improvement in Cuba, derived or resulting mainly from the wartime prosperity 
of sugar during the period 1942-51, when large crops were sold at fairly good 
prices, partly because of more favorable American policy, 1948-51. Since 1954, 
with the tax privileges and other incentives to new enterprises, afforded by new 
Cuban legislation, there has been a moderate expansion of United States invest- 
ment, as the Cuban economy has held fairly stable, due to high public works and 
other governmental expenditures and better world sugar markets in 1957-58. 
But the United States sugar legislation of 1956, unfavorable to Cuba, presumably 
does not encourage investment in general, and indeed may have some bearing 
on the willingness of American investors to dispose of Cuban sugar securities or 
sugar mills to Cuban interests. 

It is widely recognized in Cuba that expansion of investment in industry and 
agriculture is vitally necessary for the economic future of the island. There 
is no doubt that over the past 7 years the Cuban Government and Cuban labor 
policy have tried to favor expansion of foreign, and particularly American, invest- 
ment in Cuba, especially in new industries. A real obstacle to more rapid 
growth of new industries is the uncertainty as to future buying power of the 
Cuban market, and lack of new or wider export markets for Cuban sugar and 
other products. The recent and prospective manufacturing investments in Cuba 
are mostly in small plants to produce goods for local consumption (often from 
imported raw materials). Such diversification is helpful by increasing employ- 
ment and saving dollar exchange, but not comparable to the exceptional new 
wealth-producing nickel and cobalt project of Freeport Sulphur Co. at Moa Bay 
in Oriente Province. Although Cuban national income has risen in the last 2 
years, the per capita figure is still only about $400 per annum; there is still a 
large amount of unemployment and underemployment; and maintenance of 
even the present standard of living presents a real problem, due to the restricted 
outlets for Cuban sugar, and the lack of other exports, or possibilities thereof, 
in large volume. 


REVIEW OF UNITED STATES TRADE POLICY TOWARD CUBAN SUGAR 


The buildup of investment in Cuba from the beginning of the century until 
the mid-1920’s, was mainly a reflection of United States trade policy toward 
Cuban sugar. Through the commercial treaty concluded in 1902-3, the products 
of each country received substantial preferential tariff treatment by the other. 
This encouraged American capital to develop the Cuban sugar industry, so that 
from 1902-29 it supplied about 50 percent of the United States sugar require- 
ments. United States imports of Cuban sugar in the 5 years 1925-29 actually 
averaged about 3,832,000 short tons annually, or about 55 percent of the 7-million- 
ton annual consumption at that time. (Annex I hereto gives a table of Cuban 
sugar production, and sugar exports to the United States, from 1901 to 1957.) 
This trade provided Cuba with the buying power to be a large purchaser of 
United States products, which likewise received substantial preferential. treat- 
ment from Cuba. And it encouraged extensive United States private investments 
in Cuba, not only in sugar production, but also in railroads, electric power, 
telephone, and miscellaneous other activities. Certain it is that such invest- 
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ments would not otherwise have been made in anything like the amounts shown 
in the 1929 column of the table on the first page of this statement. 

The United States Tariff Act of 1930 raised the full duty on raw sugar to 2% 
cents per pound, and the preferential rate on the Cuban product of 2 cents per 
pound. United States imports of Cuban sugar fell from 4,150,000 tons in 1929 
to 1,573,000 tons in 1933, the lowest since 1913. This coincided with sugar 
surpluses in the world, and a drastic fall of prices. 

Annex II hereto, a table of Cuban-American trade during the period 1900-1957, 
shows the drastic decline in the 3 years following the Tariff Act of 1930. By 
1933, Cuba was ruined, her people near starvation, and a political revolution in 
progress. 

The decline of American investments after 1929 was due to the effects of that 
crisis in Cuban sugar, which in great part was due to the United States tariff. 

If the 1930 tariff had continued in effect beyond 1933, Cuban sugar would have 
been virtually driven out of the United States market within a very few years, the 
Cuban industry would have been crushed, the American investments in Cuba 
would probably have been completely wiped out. The political consequences in 
Cuba would have been drastic. 

In 1934, the United States tried a new sugar policy—a quota system, adopted 
as an experimental emergency measure, for 3 years. Through various exten- 
sions and amendments, the system is still in effect. Its original purposes were 
to rescue the domestic sugar industry from financial difficulties, and to revive 
Cuba and thereby our trade with Cuba. Under the circumstances of 1934, the 
Congress in prescribing quotas decided that the domestic continental and insular 
sugar areas should in substance be allowed quotas approximating their recent 
(high-level) marketings. On the other hand, Cuba’s quota was set at less than 
one-half of the average tonnage she had been exporting to the United States in 
the 1920-29 decade; however, Cuban sugar was assisted by a reduction of 
United States charges thereon from 2 cents per pound to 1.40 cent (0.90 cent 
duty and 0.5 cent excise tax). On her part, Cuba granted new important 
reciprocal trade concessions to the United States. 

In 1941, and again in 1948, there were further modifications of the reciprocal 
trade agreements which reduced the duty rate on Cuban raw sugar first to 
0.75 cent and later to 0.5 cent per pound—the excise tax remaining at 0.5 cent. 
Cuba, on the other hand, made further tariff concessions to the United States. 

The results of these policies were a gradual revival of the Cuban sugar indus- 
try, a great expansion of trade between the United States and Cuba (see annex 
II), and a halt to the decline of United States investments in Cuba. 

During the period of World War II, 1942-47, quotas were suspended and Cuba 
was the principal source of sugar supply to the United States. 

A new United States sugar quota law became effective January 1, 1948, which 
included provisions recognizing Cuba’s wartime sugar record by permitting 
her a substantially larger sugar quota than under the prewar statute, although 
still lower than the tonnages of the 1920-29 decade. Im addition, under the 
postwar conditions Cuba had favorable export outlets for sugar to the world 
markets outside the United States. She produced and marketed large crops 
annually from 1948 through 1951. Some minor amendments prejudicial to 
Cuba were made to the quota law in 1951; and in 1952 a record Cuban crop of 
nearly 8 million short tons left an unmarketable surplus of about 2 million tons, 
the disposal of which burdened several succeeding years. 

In 1956, Congress made far-reaching changes which, in effect, provided for 
substantial expansion of domestic quotas, and those of certain full-duty coun- 
tries, while Cuba’s participation in increasing United States consumption over 
8,350,000 tons total was cut down to 29.59 percent, compared with 96 percent 
under the 1951 amendments to the act of 1948. The 1956 legislation means to 
Cuba that her sugar outlet in the United States can normally increase only very 
slightly—hardly 1 percent per year. There are no absolute quotas on any 
United States exports to Cuba. 

Under the International Sugar Agreement (in effect since 1953 but not very 
effective), to which the United States is a party, Cuba has a substantial export 
quota, but the world market is uncertain and unstable as to both volume and 
price, and often practically a dumping market, in which some 20 exporting 
countries compete. 
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Despite the considerable progress in Cuba toward diversification since 1952, 
‘by investment of foreign and Cuban capital in new industries, principally to 
supply goods to the local Cuban market, the stability and prosperity of the 
market and of the whole economy depend very largely on the degree of pros- 
perity of the sugar industry. Sugar constituted over 80 percent of Cuba’s 1957 
exports of $807 million, of which $481 million went to the United States. The 
sugar exports provided the main buying power for the $761 million of Cuba’s 
imports, of which $618 million came from the United States. 

The Cuban sugar industry depends: First and foremost, on Cuba’s share of 
the United States sugar-quota market and the rate of United States duty and 
excise tax; and, secondly, on a continued outlet for some 3 million tons a year 
of Cuban sugar to the world market (outside of the United States). 

To the United States market goes about 50 percent of Cuba’s sugar produc- 
tion. The United States quota system has the legal form of short-term domestic 
legislation, and Cuba’s quota thereunder is not confirmed by any formal treaty. 
Congress claims the legal power to change Cuba’s sugar quota at any time, with- 
out Cuba’s consent; and did so quite radically in 1956, even before the expira- 
tion date of the quota law then in effect. The 1956 changes suggested a stunting 
of the normal growth of Cuba’s share of the growing United States sugar mar- 
ket, thus adding to the uncertainty of the future of the most fundamental basis 
of Cuba’s economy. : 


SUGGESTIONS AND CONCLUSION 


Whatever the United States may be able to do by its trade policy to play a 
part in bringing about conditions under which the Cuban sugar industry can 
reasonably expect to market at least its present output capacity (some 8 million 
short tons per year), would be a great contribution toward Cuba’s economic 
stability and a great encouragement of general private investment in Cuba in 
new and diversified industries. 

Cuba must diversify and must reduce its adverse trade and payments balances 
with the United States by promoting local industries to produce for local 
consumption, and to provide new products for export. There is no alternative 
to that policy, except slump and decline. We believe Cuba’s policy accords with 
the policy of the United States Government. 

The investment climate in Cuba is favorable. As pointed out fully by Dr. 
Bohan, in his study above cited, the Cuban attitude, official and unofficial, toward 
foreign private investment is friendly and nondiscriminatory. Tax induce- 
ments and advantages are awarded to new industries. The Cuban public eagerly 
desires foreign investments, and scarely a week passes without publication in 
the Habana press of articles promoting the subject. 

A most helpful feeling of renewed confidence in Cuba’s future would flow 
from assurances to her of a just and stable United States trade policy toward 
Cuban export products, particularly sugar. 

United States approval of the pending mutual tax convention with Cuba would 
also be helpful. Negotiations for this convention were initated by the United 
States about 8 years ago, and it was hoped were practically concluded a year ago, 
but so far no agreement has been officially announced. 

Respectfully submitted. 

UNITED STATES CUBAN SuGar CouNcIL, 
By Laurence A. Crospy, Chairman. 


The United States Cuban Sugar Council consists of the following companies 
owning or operating sugar properties in Cuba, and whose stockholders are pre- 
dominantly American citizens. Their properties include 28 Cuban sugar mills, 
which in 1958 produced about 2,075,000 short tons of raw sugar, or about 32.57 
percent of the island’s total output of 6,371,939 short tons. 


Atlantica del Golfo Sugar Co. The Cuban-American Sugar Co. 
Central Altagracia Sugar Co. The Francisco Sugar Co. 
Manati Sugar Co. The New Tuinuct Sugar Co. 
Miranda Sugar Co. United Fruit Co. 

Punta Alegre Sugar Corp. Vertientes-Camagiiey Sugar Co. 


The American Sugar Refining Co. 
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ANNEX I.—Production of sugar in Cuba and exports of Cuban sugar to the 
United States 


[Thousands of short tons, raw value] 


Year 




















Sugar pro- Exports of Sugar pro- Exports of 
duction Cuban sugar |} Year duction | Cuban sugar 
in Cuba to the United || in Cuba_ | tothe United 

States States 
1712 $50 Bh W003 5i.sa- idee ea 5, 305 | 2, 645 
1 952 I a ak 2 3, 545 | 2, 482 
1, 119 | UT WEN ice co Le 2 2, 956 1,791 
1, 165 ae 2008 0S. 2 2, 266 1,573 
1, 303 DOR HT ROMs ea sreckscst—ews 2 2, 583 1, 866 
1, 320 | 1,391 || 1935.....-. Pen 2 2, 883 1, 830 
1, 599 ee see uke a 22, 904 2, 102 
1, 077 Sy eee ae 2 3, 379 2, 155 
1, 695 | DORN PONE os pects <i 23, 380 | 1, 941 
2, 049 1,755 || 1939 + sae 2 3,094 | 1, 930 
1, 685 1, 674 || 1940______-- : 23, 157 | 1, 750 
eS 2, 153 1,593 |} 1941____..____. be 2 2, 734 | 2, 700 
2, 758 | 2,156 || 1942 PT. ? 34,517 | 1, 796 
2,951 | BI aoa. dana cinch na 4 4, 230 2, 857 
2, 963 | 4 4g BAM eel 85, 646 | 3, 618 
3, 446 I EDI os scsi cnn coccinedSees 3, 923 | 2, 803 
3, 469 RT A 4, 476 2, 282 
3, 945 2, 280 | 1947 i : 6, 448 | 3, 943 
4, 554 ree 6, 675 | 2, 927 
4, 243 | 2,008 1) BO, 4.2 ------5- vse 5, 761 | 3, 103 
4, 469 2,600; 1) (1060-2. 56/-24-/5.0--.- : 6, 127 | 3, 264 
4, 581 OE ce Sk 6, 348 2, 946 
4, 141 3, 426 “RR 7, 964 2, 980 
Gute D. 4, 671 | Bean fee. be) 2. 5, 687 2, 760 
5, 894 Be PO, etais cucinensss. 5, 472 | 2,718 
5, 602 “= VO” * Pibaiabehee pias a 5, 001 | 2, 862 
5, 121 | ee ae 5, 229 | 3, 091 
4,591 | 3, 249 || 1957 ile 6, 252 3, 130 
5, 857 | A 30D Hi BOOB 8 ones ——5ss--net 6, 360 | 5 3, 438 
1] 








1 Cuban production exceeded 1,000,000 tons in 1894 and 1895, but, due to war damage, was less than 300,000 
tons in 1896 and did not fully recover until 1903. 

2 Production adversely affected by high United States tariff 1931-34 and low quota 1935-41. 

* Includes sugar equivalent of invert molasses, 717,000 tons in 1942 and 908,000 tons in 1944, made at the 
direction of and sold to the United States. 


4 Crop restricted in size at insistence of U. 8S. Government. 


§ Quota established Nov, 13, 1958. 
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ANNEX II.—United States exports to and imports from Cuba 


[Thousands of dollars] 




















| | 
| Exportsto| Imports | Imports of | Exports to| Imports | Imports of 
Year Cuba! from | sugar from | Year | Cuba! from sugar from 

| | Cuba! Cuba ? Cuba! Cuba ? 
) eee | 31, 372 | 18, 200 || 1929___- Lal 128, 909 207, 421 137, 609 
Gisscascuens 43, 423 26,400 || 1930_.._- ; 93, 550 121, 949 96, 014 
1902 34, 695 | 18, 200 || 1931__.- 46, 964 90, 059 63, 642 
1903 __. | 62, 943 | 42,700 || 1082...._...--.| 28, 755 58, 330 37, 884 
1904____ 76, 983 56, 500 || 1933........--| 25, 093 58, 499 37, 026 
ccs on 86, 304 57, 941 || 1934....- ae 45, 323 78, 929 55, 215 
1906 84, 980 | 59, 337 DL Se heen 60, 139 104, 303 80, 450 
RF -.. J1iLe 97,442 | 69, 012 || 1936.......__. 67, 421 127,475 96, 469 
ere 83, 285 | 60, 505 || ob nngend 92, 263 148, 045 103, 808 
a 96, 722 64, 558 \| 1938 ___. | 76, 331 105, 691 76, 828 
1910___. 127, 827 90, 952 | Bee. ue. neous 81, 646 104, 930 72, 772 
1911 au 106, 098 89, 826 || 1940___. 84, 693 105, 425 68, 273 
a 137, 890 91, 130 |} 1941.........- 125, 766 181, 061 113, 084 
19i3___. | 125, 094 84, 456 || 1942.....____. 133, 230 161, 043 | 104, 055 
1914 : 146, 845 105, 418 || 1943......____} 133, 937 | 291, 838 180, 360 
SOG. teocnact 95, 72 197, 548 | 146, 495 || 1944____ sont 167, 371 386, 990 205, 196 
0 164, 666 243, 729 | 190, 407 |) 1945....- ..| 195, 758 337, 589 195, 772 
1917_... Sal 196, 159 248, 506 | 209, 166 || 1946.____ 271, 826 324, 418 193, 982 
1078.1 che. si 227, 156 278, 635 | 218, 492 i Pe ae a 491, 843 509, 624 406, 421 
To aoe 278, 391 418, 610 373, 012 ee 440, 966 | 374, 990 283, 163 
1920 im 515, 209 721, 694 667,919 || 1949.___ 23 380, 282 | 387, 540 316, 141 
a 187, 727 230, 352 195, 158 Pee icacddats 460, 870 406, 404 325, 263 
1922 ae 127, 873 267, 837 226, 848 i nctnstcinmieanl 539, 809 417, 762 312, 395 
Gente dcdha 192, 438 376, 443 | 330, 392 || 1952...__. , 515, 884 439, 814 | 316, 676 
MGR hs cedures 199, 778 361, 721 317, 519 || 1953........ sel 431, 737 431, 105 | 308, 419 
| ei 198, 655 261, 673 199, 433 || 1954_........_| 435, 139 | 401, 342 | 287, 176 
1926... 160, 488 250, 600 191,431 || 1955.......... 458, 474 421, 655 293, 208 
eee | 155, 383 226, 786 210,011 || 1956.........- 519, 139 | 457, 004 317, 945 
ee 127, 897 202, 842 159, 937 Be ccidthokant 617, 885 481, 658 336, 365 


! 1900 through 1909 fiscal years, 1910 through 1957 calendar years. 


21900 through 1918 fiscal years, 1919 through 1957 calendar years. General imports 1900 through 1903. 
Since 1903, imports for consumption. 


MANUFACTURING CHEMISTS’ ASSOCIATION, INC., 
Washington, D. C., December 4, 1958. 
Hon. HALE Boaés, 
Chairman, Subcommittee on Foreign Trade Policy, Committee on Ways and 
Means, House of Representatives, Washington, D. C. 


DeEAR Mr. CHAIRMAN: The Manufacturing Chemists’ Association, Inc., desires 
to submit the attached recommendations pertaining to the taxation of income 
from foreign sources to be included with the record of the public hearings on 
the subject of United States private foreign investment being held December 1, 
1958. 

These recommendations are part of the supplemental statement of the 
association presented to tle Committee on Ways and Means, House of Repre- 
sentatives, United States, on January 21, 1958. 

The need and desirability for these tax changes have not changed in the 
intervening months, and we again recommend their consideration by your 
subcommittee. 

Sincerely, 


J. E. Hutt. 
Attachment. 


PROPOSALS WITH RESPECT TO UNITED STATES TAXATION OF FOREIGN INCOME 


In recognition of the vital role of the United States in world economy, 
Congress and Government-appointed commissions have conducted hearings and 
undertaken studies repeatedly since World War II to examine and recommend 
measures for strengthening our foreign economic policy. Reports on these 
proceedings reflect consistent emphasis on positive Government action to en- 
courage expansion of American private trade and investment abroad. Taxation 
by the United States of income from abroad is recognized as an important factor 
affecting foreign investments; one which is within the jurisdiction of Congress. 

Among the recommendations resulting from these studies were specific pro- 
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posals for amending our tax laws. The Commission on Foreign Economic 
Policy, in its report to the President and Congress in January 1954, suggested 
a 14-percentage-point reduction in the rate of tax on foreign income, and an 
election to defer payment of tax on such income until its return to the United 
States. President Eisenhower subsequently recommended enactment of similar 
proposals to facilitate the investment of capital abroad. 

The above-mentioned studies also acknowledge that double taxation and 
inequities do exist under present United States methods of taxing foreign income. 
They arise from the variable effects on United States taxpayers of the alternative 
corporate forms for operating abroad and the inadequacies of the foreign tax 
credit system which does not provide for differences in types of taxes and 
methods of determining income under foreign laws. As a consequence, in 
addition to the indeterminate political and financial risks, American investors 
abroad are confronted with substantial tax deterrents, accentuated by our high 
level of income-tax rates. Thus, United States traders and investors are placed 
at a serious disadvantage vis-a-vis nationals of the capital-importing country 
and of other capital-exporting countries. Furthermore, capital-importing coun- 
tries are encouraged to increase their income-tax rates in the knowledge that, 
to the extent their taxes are less than ours, American business abroad must pay 
the difference in additional taxes to the United States. 

Our association believes that the expansion of American business operations 
in foreign countries should be encouraged. Therefore, we urge enactment of 
the following proposals to offset the greater risks and tax disadvantages affecting 
foreign operations. 


I. Provide a lower rate of tax on foreign income 


It is recommended that income from foreign sources be taxed at a rate of 14 
percentage points lower than the corporate rate on domestic income. Such a 
rate reduction would be consistent with that presently applicable to Western 
Hemisphere trade corporations. 

We believe that this measure would provide a stimulant for expanded foreign 
trade and investment by offsetting some of the deterrents to American business. 
It would reduce the disadvantage to our investors who are in competition with 
nationals of other countries which put little or no tax burden on foreign in- 
come. It would compensate for some of the foreign taxes, other than income 
taxes, which are an integral part of the tax systems of certain foreign countries, 
but which are not recognized as creditable against United States taxes on for- 
eign income. 

Equally important is recognition of the principle that the country where 
profits are made should have the prior right to establish the form and level of 
taxation appropriate to its economy. This proposal would tend to reduce the 
influence of the United States on tax policies of foreign countries and slow the 
trend to shape their tax systems and increase their rates to approximate those 
of the United States. These trends have been apparent in the development of 
foreign tax laws and have been emphasized in the course of negotiations of in- 
come tax conventions between the United States and certain foreign countries 
for the avoidance of dcuble taxation. 

It is generally understood by tax officials of foreign countries that any re- 
ductions in their taxes to attract American business would be offset by addi- 
tional United States taxes on those American taxpayers. This has unquestion- 
ably been a factor in slowing the conclusion of double taxation conventions with 
Latin American countries, and has resulted in restrictions by foreign countries 
on granting lower rates. For example, such restrictions were incorporated in 
the Austalian and German treaties with the United States in providing for the 
applicability of a reduced rate of tax on dividends paid to United States cor- 
porations. In addition to the foregoing, tax exemptions adopted by foreign 
countries as incentives to attract new and expanded investment, which are 
largely nullified by our present tax system, would be of some advantage to 
United States investors if the proposal for lower tax rates were adopted. 

The association believes that the adoption of realistic provisions for extend- 
ing a lower rate of tax would be an effective method of encouraging American 
business expansion abroad. While the application of such provisions must neces- 
sarily be clearly defined, we urge the adoption of existing concepts where feasi- 
ble: for example, the benefits should be applicable to domestic corporations 
owning a minority interest in foreign corporations, such as provided in section 
902 of the Internal Revenue Code with respect to application of the foreign tax 
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credit. If full consideration is given to normal forms of organization and oper- 
ating procedures of American business, we believe that this tax proposal would 
be of substantial value in strengthening this country’s foreign economic program. 


Il. Defer taxation of foreign branch income 


We recommend that domestic corporations with branches abroad be permitted 
to defer payment of United States taxes on income of such branches until it 
is brought back to the United States. In so doing, Congress would grant treat- 
ment more nearly equivalent to that applied to dividends received from foreign 
subsidiaries of United States corporations. 

This proposal has been endorsed generally as one of the measures to enact 
in revising taxation of foreign income. While immediately it would result in 
some reduction of Federal revenue, this proposal would tend to encourage fur- 
ther expansion abroad and permit longer term investment in plants and other 
than current assets. Thus, the economic program of this country would be ad- 
vanced, and ultimately increasing profits returned to this country. 

Frequently a branch operation is deemed more prudent or necessary for other 
than tax considerations. A choice of corporate form should have no effect upon 
the time when such income is taxed. Accordingly, we feel that United States 
corporations with branches abroad should have the same freedom in employment 
of earnings after foreign taxes as do foreign corporations operating under sim- 
ilar conditions. 


III. Permit an election to apply either per-country or overall limitation on 
foreign tax credit 

It is recommended that section 904 of the Internal Revenue Code of 1954 be 
amended to permit taxpayers an election to apply either the per-country or the 
overall limitation in computing the maximum allowable credit for foreign taxes. 
During the period 1921 to 1932 the overall limitation was in effect, providing 
that the maximum credit allowed with respect to all foreign income taxes paid 
was an amount equivalent to that proportion of the United States tax which 
income from without the United States bore to total income. This provision 
effectively restricted application of the credit for foreign taxes to the amount 
of United States tax on foreign income of the taxpayer without reducing the 
United States tax on domestic income by requiring the application of foreign 
losses against foreign income in computing the maximum allowable credit. It 
avoided the problem of attributing income and expenses to specific countries, 
and provided some measure of relief by averaging taxes of countries with rates 
higher than the United States rates with taxes of countries having lower rates. 

The per country limitation was introduced in 1932 adding to the foregoing 
limitation the restriction that the credit with respect to taxes paid to any par- 
ticular country be limited to an amount equivalent to that proportion of the 
United States tax which income from sources in such foreign country bore to 
total income. Taxpayers were deprived of full credit for foreign taxes paid 
in certain situations because this limitation prevented averaging taxes paid to 
countries having tax rates higher than the United States rates with taxes paid 
to countries having lower rates. Thus, United States taxes could be paid on 
both domestic and foreign income while certain foreign countries’ taxes were 
also paid for which credit was not allowed. 

In the 1954 Internal Revenue Code revision the overall limitation was omitted 
thus permitting a company to go into a country where it might operate at a 
loss without necessarily reducing the foreign tax credit available with respect to 
income from operations in one or more other countries. 

We believe that an election to apply either the per country or the overall limi- 
tation is desirable in order to afford more adequate relief to taxpayers operating 
abroad without further reducing United States taxes on United States income. 





STATEMENT OF INTERNATIONAL PAPER Co. 


International Paper Co. is a producer of paper and paper products. The com- 
pany exports each year products worth many millions of dollars. In addition 
we are considering direct investment in manufacturing operations in various 
countries overseas. 

For both these reasons this company has a direct stake in United States foreign 
economic policy. This statement is respectfully submitted to the Subcommittee 
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on Foreign Trade Policy to suggest changes which we feel will benefit not only 
ourselves and other American enterprises but also our country itself. 

First and foremost we recommend legislation permitting establishment of 
foreign trade corporations as subsidiaries of United States parent companies. 
Such corporations would handle only foreign business; their earnings would not 
be taxed by this country until remitted to the parent company in the form of 
dividends. 

This arrangement would permit a United States company to invest profits 
earned in one foreign country in a second foreign country without paying the 
penalty of United States income tax. This is not suggested as a means to avoid 
tax ; it would merely defer payment of tax on foreign earnings until such earnings 
are remitted to the parent as dividends. What this plan will do is to help bring 
about increased employment, improved living standards, and greater economic 
stability in foreign nations by encouraging private investment abroad by United 
States firms. This kind of international assistance is much less costly and much 
more efficient than direct governmental aid and assistance. 

At present United States firms can provide for transfer of earnings from new 
foreign investments free of United States tax from one country to another by 
establishing base companies in so-called profit sanctuaries. There is no good 
reason why American companies should be put to the added expense of establish- 
ing such base companies (frequently no more than a legal fiction) when legisla- 
tion would permit them to accomplish the same ends in the United States. 

Legislation permitting the establishment of foreign trade corporations should 
also include means whereby existing foreign assets of American companies can 
be transferred under reasonable regulations free of tax to new foreign trade 
corporations. 

A second major area which should be clarified is that of the legal restrictions 
imposed by United States antitrust laws on the operations of American com- 
panies overseas. 

Frequently investment in manufacturing operations overseas represents a 
major gamble for the investor. In such cases American firms may seek partners 
to put up a share of the necessary capital and to bear an equal share of the 
risk. Possible partners may include competitive manufacturers in the United 
States also interested in expanding abroad; existing manufacturers of similar 
products in the country in which the new investment will occur; or competitive 
manufacturers in a third country. There is no clear policy to guide the United 
States firm in this situation. The absence of such a policy is a positive deterrent 
to the potential foreign investor. 

We urge that legislation be enacted to clarify the legal uncertainties which 
becloud this question. Such legislation should clearly indicate to what extent 
American firms’ foreign ventures and the operations of their foreign affiliates 
are subject to American antitrust laws. If legislation does not appear to be 
the appropriate remedy in this case, the Subcommittee on Foreign Trade Policy 
should take the lead in urging the Attorney General, the Commerce Department, 
and other interested executive agencies to summarize and clarify all existing 
regulations and interpretations of the laws governing foreign investment by 
private American firms. 

This company does not seek any special favors or special interest legislation 
from the Government; neither, we are convinced, do other American firms with 
substantial overseas business. What we all seek are clear-cut laws and logical 
regulations under which American business may operate and develop its activities 
abroad. 

Our country today is the leading free country in the world. We are opposed 
by those who are attempting to prove to the rest of the world that the way to 
economic development lies in state-run programs, 5-year plans, and general 
subordination of the interests of the individual to those of the state. In this 
struggle United States private capital is the one weapon not available to the 
other side. 

Through private investment abroad we can provide foreign nations with new 
industries, new jobs, new sources of revenue, and decrease the dependence 
of these nations on imports. At the same time we can strengthen the shaky 
political foundations of newly developing nations. And we can prove our belief 
that free enterprise is the best system man has yet devised for national economic 
development. 

By encouraging private investment abroad the United States Government can 
decrease the financial support it now gives to undeveloped nations and lessen the 
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burden on the United States taxpayer. Ultimately the earnings of American 
firms abroad should return to this country and help to increase the United States 
Treasury’s tax revenue here. 

For these reasons we urge that steps be taken to encourage United States 
private investment abroad. We believe such investment will pay dividends 
many times over to American industry, its stockholders, and the country itself. 


MOTION PicTURE Export ASSOCIATION, INC., 
Washington, D. C., December 3, 1958. 
Hon. HALE Boggs, 
Chairman, Subcommittee on Foreign Trade Policy, Ways and Means 
Committee, House of Representatives, Washington, D. C. 


Dear Mr. CHAIRMAN: In connection with the hearings before your Subcom- 
mittee on Foreign Trade Policy, the Motion Picture Export Association, Inc., 
wishes to renew its plea for consideration of certain amendments to the Internal 
Revenue Code. The views of this association on these proposed amendments 
were expressed more fully in communications to the Ways and Means Committee 
on January 28 and January 31, 1958. 

The first pertains to the present application of section 904 of the Internal 
Revenue Code to earnings by American companies in foreign countries. H. R, 
6248, a bill introduced in the 85th Congress would go far toward eliminating an 
inequity in the Revenue Code that adversely affects many United States corpora- 
tions doing business in foreign countries. The language of this proposal seems 
to substitute a mandatory “overall limitation” in place of the existing “present 
countries limitation.” If it could be made clear that an American company 
operating in a foreign country could get the benefit of the election of the two, 
enabling it to take whichever credit is higher, this association could fully 
approve it. 

The second pertains to the bill introduced in the present Congress—H. R. 234— 
to amend sections 1441 and 1442 dealing with the 30 percent withholding provi- 
sion of the Internal Revenue Code as it applies to nonresident aliens and non- 
resident corporations on a fixed or determinable annual periodical income from 
sources within the United States. This 30 percent withholding tax has prompted 
foreign countries to impose retaliatory taxes as high as 60 percent. Since the 
legislation we are urging affects only film rentals on foreign films in this country, 
we believe if the 30 percent withholding provision was eliminated or at least 
reduced to 10 percent that it would encourage foreign countries to lower their 
withholding taxes. Since our companies operate in most of the free world and 
more than 50 percent of our income comes from abroad, it is our belief that action 
as we recommend would be beneficial both to our industry and to the Federal 
Treasury. 

Sincerely yours, 
Ceci B. Dickson, 
Assistant to the President. 


CATERPILLAR TRACTOR Co., 
Peoria, Ill., December 1, 1958. 
THE CLERK, 
Subcommittee on Foreign Trade Policy, 
House Ways and Means Committee, 
Washington, D.C. 


Dear Srr: As a company engaged extensively in foreign trade, we would 
appreciate the privilege of offering written testimony in the current hearings 
of the House Subcommittee on Foreign Trade Policy. 

The significance of foreign trade in our total operations was stated in our 
testimony in the hearings of the Ways and Means Committee on renewal of 
the Trade Agreements Act (reference: hearings, 1958, pt. 1, p. 251). 

In 1957, total sales of our products outside the United States were $275 mil- 
lion. This was comprised to a large extent of exports of United States-made 
product supplemented to a lesser extent by sales of foreign-made product by 
certain wholly owned foreign subsidiaries. These particular subsidiaries are in 
Australia, Brazil, and Great Britain and, in each instance, they have new 
plants under construction for the manufacture of Caterpillar machines and 
parts. These could be expanded further in the due course of natural growth 
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and development, and other countries could be considered for location of a new 
Caterpillar enterprise, provided there were sufficient justification to warrant 
further capital investment. The test of this justification necessarily has to be 
the ultimate return to the shareholder in the United States parent company. 

Now, before there can be any return to the United States shareholder from 
such foreign investment, there must, first, be foreign profits. These are earned, 
if the business is successful, through the usual processes of manufacture and 
sale. In these operations, the United States Government plays absolutely no 
part, and it contributes nothing in the whole process from initial investment 
to ultimate realization. The risks—which are greater abroad than they are 
at home—are taken entirely by the United States parent, which provides the 
necessary funds without either aid or guaranty from the United States Gov- 
ernment. In other words, the success or failure of the venture is in no way 
attributable to any service of any kind rendered by the United States Gov- 
ernment at the expense of the United States taxpayer. 

When profits are earned in their respective countries by the foreign sub- 
sidiaries, they are taxed under the applicable provisions of the law in each 
country. The effective rates of taxation may be higher or lower than the 
corresponding rate applicable to corporate business in the United States. If 
it is higher, no additional tax is exacted in the United States on profits re- 
turned as dividends to the United States parent. If, however, the foreign tax 
is lower than the corporation tax which would be applicable in the United 
States, then, under prescribed formula, the approximate effect is to raise the 
total tax on remitted earnings to the United States rate. 

In these latter circumstances, it is our opinion that the additional tax levied 
in the United States is unjust and confiscatory. Where neither services are 
rendered nor risks assumed, we believe there is no moral right which entitles 
the United States Government to tax such foreign earnings. 

We, accordingly, wish to offer this as our testimony in favor of a complete 
remission or abolition of United States corporate tax on income derived from 
foreign business conducted entirely outside the United States. Any mere reduc- 
tion of tax—such as has been proposed by others—would be only a partial 
recognition of what we believe is the complete basic principle. 

This, of course, is not a new idea—or a radical one. Other countries do rec- 
ognize “territoriality” as a fundamental principle in taxation; and the United 
States should be giving leadership rather than opposition to its more universal 
adoption. 

There are a number of ways of carrying out the general idea we are expres- 
sing. For the present purpose, however, we are attempting only to offer opinion 
as to a principle which, if adopted, would produce the double benefit of (1) 
having United States tax law more in accord with justice, and (2) creating 
greater incentive for the undertaking of foreign investment by United States 
corporations. 

Respectfully submitted. 





W. Buacktr, Executive Vice President. 


DonHERTY ASSOCIATES, 
PusLic RELATIONS CONSULTANTS, 
New York, N. Y., December 8, 1958. 
Hon. HALE Booc6s, 
House Office Building, Washington, D.C. 

DEAR CONGRESSMAN Boaes: It was most encouraging to hear and read the many 
constructive responses evoked during last week’s House Ways and Means Sub- 
committee hearings which you called to study the role of private capital in 
implementing the foreign economic policy objectives of the United States. The 
hearings contributed notably to advancement of these objectives. 

While our client, the Committee of Canadian Investment Companies, did not 
testify, we note that the subcommittee has welcomed additional data and sug- 
gestions for the record. 

Accordingly, I am enclosing a reprint of a series of articles from the magazine, 
World’s Business, describing the pioneering role played by registered Canadian 
investment companies in stimulating United States portfolio investments by 
United States citizens in Canada and other free world nations. 

I am also enclosing a copy of a response submitted to the Department of Com- 
merce by Mr. Hardwick Stires, in behalf of Scudder Fund of Canada, Ltd., 
and in behalf of the Committee of Canadian Investment Companies, of 
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which he is chairman. This response, representing the viewpoint of registered 
Canadian investment companies serving some 127,000 United States investors, 
may also be a useful addition to the subcommittee hearings record. 

In line with your recently expressed views on the need for incentives to spur 
private foreign investment, I hope you will find Mr. Stires’ comments interesting. 

Sincerely yours, 
Harry G. REMINGTON, 
Senior Associate, 


Scupper, STEVENS & CLARK, 
New York, N. Y., November 26, 1958. 
Hon. Lewis L. STRAvss, 
Secretary of Commerce, Washington, D. C. 

Dear Mr. SECRETARY: Just a line to tell you with what pleasure I read of your 
appointment as Secretary of Commerce. As a graduate member of the Business 
Advisory Council, I am, of course, delighted that I shall have the opportunity 
of meeting with you from time to time on the oceasion of council meetings either 
in Washington or elsewhere. 

On October 31, I received a letter from Sinclair Weeks asking me to assist in 
the study undertaken at the direction of the President relative to the advancement 
of the foreign policy objectives of the United States. I apologize that for a 
number of unavoidable reasons my answers to the questionnaire which was in- 
cluded with the Secretary’s letter were not submitted at an earlier date, but in 
the hope that my replies might be helpful even at this late date in the preparation 
of the Department’s report for submission to Congress, I am enclosing them. 

The only area of our activities which I would consider applicable to the ques- 
tions submitted is that of our Canadian investing company, the Scudder Fund 
of Canada, Ltd., and I have replied therefore in behalf of this activity both as 
president of the Scudder Fund of Canada and as chairman of the Committee of 
Canadian Investment Companies. If you will be good enough to turn over the 
enclosed questionnaire with my replies thereto to whoever in the Department is 
responsible, I will be very grateful. 

Very truly yours, 
HARDWICK STIRES. 

Enclosure. 


QUESTIONNAIRE 


1. Does your firm engage in any of the following types of overseas business 
or other activity: (@) Investment; (0) Export; (c) Import; (d@) Royalty ar- 
rangements; (e€) Management contracts; (f) Construction, 

Answer.—Scudder Fund of Canada Ltd., and other similar registered Canadian 
investment companies are engaged in investment overseas. 

2. Have you sought any United States Government assistance (i. e., assistance 
in the form of information, investment guaranties, loans, intercession on your 
behalf with foreign governments, etc.) in connection with your foreign activities 
and, if so, what was the nature of your request? 

Answer.—These companies have sought and received United States Govern- 
ment assistance principally in the form of information and guidance from the 
proper regulatory bodies. 

3. (a) Did you obtain the Government assistance sought? (0b) If so, how 
did your activities benefit from such assistance—if not, what was the reason? 

Answer.—Yes, Government assistance as outlined above, was obtained. 

4. Do you have specific plans for expanding your foreign activity and what 
time schedule do you have for achieving such expansion? 

Answer.—The registered Canadian investment companies hope to continue to 
grow by encouraging long-range investment in their shares and by diversified 
portfolio investment in the securities of corporate enterprises participating in 
the growth of Canada and other nations. 

5. (a) Are these plans based on the assumption that you will receive some form 
of Government assistance? (b) If so, specify the form. 

Answer.—These plans for expansion are not based on the assumption that 
these companies will receive some form of Government assistance. 

6. (a) Would your expansion plans be still further enlarged if some type of 
Government assistance not now available were available? (b) If so, to what 
extent? 
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Answer.—These plans for expansion do not necessarily require some type of 
Government assistance not now available. 

7. What in your opinion will be necessary to encourage greater participation 
by private individuals and corporations in foreign investments, contracts for 
management, engineering, or other services, where those projects are of the type 
that private enterprise would normally undertake. Among those government 
inducements to which we refer are investment guaranties, financial aid, tax in- 
centives, ete. 

Answer.—Preservation of present incentives affording equal treatment to both 
the direct and indirect foreign investor. 

8. How can the experience and abilities of American management and tech- 
nical skills be utilized to the greatest extent in the development of less developed 
countries? 

Answer.—By encouraging less developed countries to create and maintain 
climates hospitable to private investment. 

9. In the administration of grant and loan programs, what should the Govern- 
ment do to determine whether private sources of funds are available before it 
approves the use of public funds? 

Answer.—By close liaison with sources of private capital available for in- 
vestment abroad. 

10. By what methods can investment opportunities abroad best be uncovered, 
and brought to the attention of potential American investors? 

Answer.—By maintaining a comprehensive, continuous information service 
citing such opportunities. 

11. What factors should be considered in the conduct of foreign aid programs 
which would contribute to the continuing expansion of the domestic economy 
while avoiding any possible adverse effects? 

Answer.—lIncreasing emphasis on foreign aid programs capable of developing 
new markets for American goods and services and expanding attractive oppor- 
tunities for American investment. 

12. In connection with your suggestions above, what congressional legislation 
or executive branch administrative action do you think is required? 

Answer.—Renewed efforts to enact constructive reciprocal tax conventions and 
treaties that can stimulate and safeguard placement of United States capital 
abroad. 

13. Your other comments. 

Answer.—In behalf of the committee of Canadian Investment Companies, I 
appreciate the opportunity to contribute to the study which the Department of 
Commerce is now conducting to determine ways and means by which the private 
sector of the national economy can be more effectively utilized and protected in 
advancing the foreign policy objectives of the United States and in carrying out 
the purposes of the Mutual Security Act. 

It is generally agreed—and it has often been stated by our national leader- 
ship—that encouragement of United States private investment abroad is and 
should remain a basic tenet of our foreign policy. 

Incentives to stimulate the flow of United States private capital abroad have 
long been established under United States laws and under the laws and regu- 
lations of many nations—notably Canada—which need and welcome United 
States private investment. 

Without such incentives, and without responsible assurance that their invest- 
ments will be hospitably received and honorably and reasonably safeguarded 
under the laws and policies of the United States and other countries, few United 
States investors would have undertaken to place their capital abroad either 
directly or indirectly. 

In responding to such incentives under our laws and those of nations where 
substantial investments are being made, the United States investor does so with 
the hope that the laws and national policies providing such incentives will be 
preserved and maintained on the most practically consistent long-range basis 
possible. For it is obviously impractical to encourage long-range capital com- 
mitments without some reasonable assurance that the basic rules and policies 
governing them will not be subject to undue periodic changes that could eliminate 
these needed incentives or weaken them. 

Presently, for example, tax incentives designed to stimulate United States 
foreign investment rightly afford equal treatment to both the direct investor 
and the indirect, or portfolio investor. 

It would, of course, be manifestly discriminatory to deprive either the direct 
or portfolio investor of the intended benefits of these well-established incentives. 





| aaa 


PRIVATE FOREIGN INVESTMENT 635 


For, obviously, if our national policy is to provide incentives for foreign invest- 
ment, both classes of investors should rightfully have equal consideration and 
treatment under national and international laws and policies. 

As a practical matter, it would appear both desirable and essential that all 
branches of the United States Government should seek to understand and con- 
cur in legislation and administrative policymaking with respect to pertinent 
measures for stimulating and safeguarding the flow of United States capital 
abroad and providing and maintaining the necessary incentives. 

In this connection, it might be noted, certain officials in government have 
occasionally chosen to voice individual interpretations which are at variance 
with established laws and often-stated governmental policies with respect to 
tax incentives. Some have chosen to mislabel such incentives as “tax loop- 
holes” or “unintended benefits.” 

Obviously, if one branch of our Government voices such divergent opinions 
and makes independent appraisals and interpretations of laws and_ policies 
related to foreign investment and tax incentives, the resulting doubt and con- 
fusion can only be detrimental to our foreign economic policy—and, more 
important, to private capital’s useful contributions to our foreign policy 
objectives, 

The relatively recent development of an important program of United States 
foreign portfolio investment abroad, in response to incentives provided under 
our laws and those of Canada, is related in the enclosed series of articles from 
the magazine World's Business. 

As the articles point out, the 8 registered Canadian investment companies 
and their thousands of United States shareholders have invested more than 
$300 million abroad since 1954. In doing so, they have made an effective con- 
tribution to expanding the role of private enterprise in advancing the foreign 
economic policy of the United States. 

You may wish to incorporate some of the points in this article in the study 
described in your letter of October 31, as indicative of the important role which 
these investment companies are playing in our foreign economic policy. 

The committee will be pleased to cooperate further with the Department of 
Commerce in implementing a study which we hope will make constructive con- 
tributions to the worthwhile objectives you have outlined. 


HARDWICK STIREs, 
President, Scudder Fund of Canada, Ltd., 
Chairman, Committee of Canadian Investment Companies. 


[Reprinted from World’s Business] 


A PROVEN PATTERN FOR BOOSTING UNITED STATES PRIVATE INVESTMENTS ABROAD— 
THE STORY OF THE PIONEERING ROLE PLAYED BY REGISTERED CANADIAN INVEST- 
MENT COMPANIES 

PART I 


Encouraging the international extension of United States private investment 
is indisputably a keystone of United States foreign economic policy. It is an 
urgently essential bulwark against Communist economic pressures and hence 
vital to United States security and that of the free world. 

Both Democratic and Republican leaders have consistently urged more pri- 
vate United States investment abroad. Government spokesmen have repeatedly 
ealled for creative workable methods to implement this policy. During the 
1957 debate on foreign aid, Congress was told that the administration would 
prefer to see overseas nonmilitary assistance funds ultimately replaced by pri- 
vate investment. And it has been strongly recommended that American private 
investment abroad should be doubled or tripled within the next decade. 

The road to this desirable goal is obviously a long one. But itis open. And 
the two principal types of private investment vehicles which Congress has said 
should be encouraged are using it with increasing effectiveness. 

One of these vehicles is direct investment by United States corporations in 
overseas facilities and branches, or in subsidiary operating companies abroad. 

The other is portfolio investment by United States citizens in securities of 
foreign corporations. 


Eight Canadian investment companies 


Since 1954 eight Canadian portfolio investment companies have been formed 
in response to the hospitable treatment offered under Canadian laws. To qualify 
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their shares for sale in the United States they have registered under the United 
States Investment Company Act of 1940 and the Securities Act of 1933. 

In little more than 3 years, more than 126,000 United States investors, large 
and small, have put about $320 million to work, principally in Canada, through 
these professionally managed, publicly held investment companies. Moreover, 
the United States public is investing in these companies at a current rate of 
approximately $70 million per year. 

Most of this $320 million represents United States private capital which, in all 
likelihood, might never have been invested in Canada or elsewhere abroad, de- 
spite the many growth opportunities which the resource-rich economy of Can- 
ada offers to investors seeking long-term returns. 

Why have these relatively new companies been successful over such a com- 
paratively short period in attracting this substantial volume of United States 
portfolio investment capital for employment in Canada? 

There are three basic answers : 

They have offered average United States investors an opportunity to obtain 
diversification and informed investment management with respect to foreign 
securities. 

They have offered United States investors an opportunity to avail them- 
selves of certain tax incentives offered by Canadian laws to attract needed cap- 
ital, incentive unimpaired under United States tax laws. 

They have offered United States investors an opportunity to make foreign 
investments without being subject to the many inconveniences that ordinarily 
arise in connection with foreign investments. 


How the companies function 


The Canadian companies are investment companies of the mutual fund type. 
They pool the capital of many investors under experienced professional invest- 
ment management assuming full-time responsibility for the continuous selection 
and supervision of securities investments. 

Their shares are owned principally by United States investors. Each share- 
holder has an average personal stake of about $3,000 taking into account the 
shares of all 8 companies as of December 1, 1957. This represents his propor- 
tionate, indirect interest in the diversified portfolios of carefully selected secu- 
rities under management of these companies. 

These are mainly securities of industrial and other companies whose opera- 
tions reflect contributions to the long-range expansion of Canada. From their 
inception these companies have concentrated mainly in Canadian investments 
because Canada’s resources offered great breadth of opportunities and because 
Canada has created and maintained a free, stable, and hospitable climate for 
business investment. 

By policy these Canadian investment companies retain and reinvest both their 
net income and capital gains that may be realized. Thus they compound the 
possible long-term captal gains benefits for their shareholders at low tax cost and 
keep their resources continuously at work, principally in the economy of Canada. 
They are concerned basically with long-term capital growth objectives and not 
with short-term speculative profits. Since Canada does not tax capital gains, the 
publicly held Canadian portfolio companies are not subject to such a tax. And, 
as Canadian corporations, they may retain and plow back their current income 
without penalty. Thus, under consistent and longstanding United States tax 
policy and without any distortion of this policy, these companies have given the 
United States portfolio investor the type of incentives and opportunities to par- 
ticipate in foreign investment that have long been available to the direct United 
States corporate investor. 

The response of United States investors to these opportunities and incentives 
and the welcome accorded by Canada to this type of publicly held portfolio 
investment clearly illustrates that a new and effective pattern has been created 
for stimulating private United States foreign investment. 


Pattern can be extended 


This pattern can be extended—with similarly desirable and reciprocal long- 
term benefits—to other nations along lines pioneered in Canada by the registered 
Canadian investment companies. 

While their assets are invested mainly in securities of Canadian corporations 
and international companies operating in Canada, certain of the Canadian com- 
panies now invest in companies doing business elsewhere in the free world, 
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where attractive growth opportunities are present and where a comparable politi- 
cal and economic climate prevails. 

As of December 1, 1957, about $25 million, or an average of about 8 percent of 
the total net assets of all 8 Canadian companies was invested in the securities 
of companies operating in free-world countries other than Canada. The charters 
of all the Canadian companies make provisions for such possible future exten- 
sions and one company may elect to invest up to 40 percent of total assets in 
securities outside of Canada. 

Consequently the Canadian companies have pioneered a practical new pattern 
capable of further expanding the flow of private United States capital abroad. 
Hence the potential stimulus of this type of publicly held portfolio investment 
company can go far beyond Canada. And this principle, applied with equal skill 
and effectiveness elsewhere, can help build the free world’s economic strength on 
a long-term basis and make it possible for many United States investors to 
participate and benefit reciprocally. 


Implements foreign policy 


Thus these companies and their shareholders have clearly demonstrated that 
United States private capital, organized in this manner, can be employed success- 
fully to implement the foreign economic policy of the United States. 

That policy, as outlined by President Eisenhower, is that “we should encourage 
investments in all countries whose desire to speed their economic development 
has led them to create a hospitable climate for business investment.” 

Welcomed by Canada’s “hospitable climate,” the Canadian portfolio investment 
companies have blazed this new trail in international economic statesmanship. 
They have shown, by example, what private enterprise can accomplish to help 
advance the basic, bipartisan foreign economic policy of the United States. And 
they have erected guideposts that clearly point the way to more effective expan- 
sion of private United States investment abroad—as a sound and produciive 
approach to harmonious international economic cooperation. 


PART II 


The concept of Canadian portfolio investment companies, while new in the 
foreign investment field, is solidly based on experience-tested principles and 
practices long established among United States domestic mutual fund investment 
companies. The principle is that of encouraging many individual investors to 
pool their funds and thus spread both risks and opportunities by investment 
of these funds in broadly diversified portfolios of securities. The practice is 
that of providing the individual investor with organized and informed manage- 
ment having continuing responsibility for selecting and supervising investments, 

Prior to 1954, when the first of these companies was established, Canada made 
it possible for investment companies to organize under her laws for the purpose 
of investment primarily in portfolios of Canadian securities. 

Small groups of wealthy individual nonresidents of Canada had formed Cana- 
dian investment companies before 1954. Because they were not registered 
under the United States Investment Company Act of 1940, they could not make 
public offerings of their shares in the United States. Consequently they made 
no opportunities available to average United States investors. 

Until 1954 only two registered United States investment companies of im- 
portance had concentrated on Canadian investments and none had concentrated 
on investments in other free world countries, 


Congress had provided for such companies 


Congress had made provision in the United States Investment Company Act 
of 1940 for formation of foreign investment companies. The act empowered 
the Securities and Exchange Commission to permit registration of such com- 
panies in order to enable them to make public offerings of their shares to 
United States investors. 

The Commission, under the act, was authorized to permit registration if it 
“finds it is both legally and practically feasible to enforce the provisions” of the 
1940 act with regard to such companies, and if their registration was ‘other- 
wise consistent with the public interest and the protection of investors.” 

Registration of the Canadian investment companies does not, of course, in- 
volve supervision by the SEC of investment management practices or policies or 
approval or disapproval of their securities. It means that the Canadian com- 
panies, in order to be registered, must comply with the provisions of the 1940 act 
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and with United States Federal and State rules, regulations, and requirements 
pertaining to the operations of mutual investment companies. 


Canadian tax status 


These investment companies are Canadian companies. 

Under Canadian tax laws, investment companies of this mutual fund type 
may elect to qualify as “nonresident-owned,” provided that 95 percent of their 
shares are owned by nonresidents of Canada, or as ordinary Canadian corpora- 
tions. 

Under either election, the Canadian tax cost of retaining and reinvesting 
current income is low, so that in every case the companies have adopted the 
policy of making no distribution of dividends and interest received on portfolio 
investments. Since there is no capital-gains tax in Canada, profits that may be 
realized on the sale of portfolio securities are also retained. Thus long-term re- 
investment by these companies in behalf of their shareholders is automatic, and 
the amount available for reinvestment is not periodically reduced by income 
taxes on shareholders, as it would be if a policy of distributing current earnings 
was in effect. 


Reciprocal benefits 

These tax considerations produce built-in reciprocal benefits for both the econ- 
omy of Canada and other nations—and for United States investors. 

By virtue of the tax considerations, the Canadian investment companies can 
continuously accumulate and: reinvest» most of their current investment income 
and capital gains—thus assuring that the bulk of their growing resources can be 
kept invested over the long term in Canadian and other securities. This policy, 
encouraged under Canadian tax laws, enhances the long-term capital gains bene- 
fits that are possible in an expanding economy for United States investors. 

This brief and simplified discussion of the Canadian tax status of these com- 
panies is not a completely detailed analysis. It is intended to illustrate how 
Canada’s tax treatment of United States capital has stimulated growing par- 
ticipation by average United States investors in Canadian and international 
economic development. 

By accepting the welcome accorded under Canadian tax laws, these companies 
have made it possible for many United States average investors to share in inter- 
national economic growth through professionally managed foreign investments— 
on a basis long available to United States corporate investors. 

The United States tax position of the individual United States investors in 
registered foreign investment companies is generally comparable to that of a 
United States corporate investor making direct foreign investments abroad 
through operating subsidiaries. j 

Traditionally, and in accord with internationally accepted practice, the United 
States has not taxed the foreign income of foreign corporations having United 
States shareholders. The foreign subsidiary pays no United States taxes on 
its foreign earnings and the United States parent company pays no United States 
taxes on those earnings until it brings them home. Moreover, whether the sub- 
sidiary puts its foreign earnings into capital improvements abroad or uses them 
to invest in securities of other foreign companies, neither the United States parent 
company nor its foreign subsidiary is subject to any United States tax on income 
accumulations with respect to foreign earnings. And, if prior to receiving any 
of these earnings as dividends, the United States corporation should sell its inter- 
est in or dissolve the subsidiary, its only United States income tax on its foreign 
investment would be at capital gains rates. 

This tax position is based on the widely recognized principle that one nation 
should not tax current corporate income earned entirely in another nation by 
corporate or individual investors and that income earned in a foreign country 
should not be subject to United States taxes until it is repatriated. 

As far back as 1923, United States courts have upheld this traditional policy 
and have pointed out that a “nation that attempts to reach out too far in the 
direct or indirect taxation of foreign trade may invite retaliations and reprisal.” 


No discrimination 


In according the registered Canadian investment companies’ shareholders 
comparable rights—without discrimination—present United States tax policy is 
entirely consistent. It provides similar incentives and benefits to both the indi- 
vidual indirect investor and the direct corporate investor in international enter- 








PRIVATE FOREIGN INVESTMENT 639 


prises. Both are encouraged to keep their money at work abroad by plowing cur- 
rent foreign earnings into additional foreign investment. 

Thus the registered Canadian companies can offer attractive incentives to 
encourage more members of the United States public to participate in managed 
long-term investments abroad. 


Developed under existing laws 


The registered Canadian investment companies were formed with full sanction 
of existing United States and Canadian laws. They were developed without 
special privilege or aid of any special legislation and after prolonged consultations 
and full disclosure to the proper regulatory authorities. Their formation re- 
quired no change or reinterpretation of either country’s tax laws. The legal 
and economic machinery already existed. All that was required to pioneer this 
effective type of private investment abroad was simply the entrepreneurial spirit, 
financial experience and managerial skills inherent to any successful private 
ventures, and the permission of the Securities and Exchange Commission. 

Under these existing laws, the successful long-range operations of these com- 
panies can offer long-term benefits, including tax incentives to investors. If such 
tax incentives did not exist, few individual investors would be willing to forego 
current income and seek capital growth either through direct or portfolio invest- 
ments abroad. 


PART LI 


Without adequate such incentives, United States foreign investment would 
not have risen to its present levels; the collective economic strength of United 
States allies and friendly nations would be weakened; United States export 
markets would shrink ; and Communist economic infiltration could press forward 
virtually unchecked by the countervailing example of private enterprise. 

In a capital-hungry world, the United States, as the principal source of private 
capital, unquestionably faces the fact that private investments which nourish 
the capital formation and economic strength of the free world occupy a position 
of importance to United States security along with diplomatic, scientific, and 
military measures. For despite Soviet threats, propaganda and pressures, the 
Communist program for world rule has failed to make inroads in nations kept 
economically strong. 

Heonomic and strategic importance 

Last September Canada’s Prime Minister, Hon. John George Diefenbaker, de- 
clared that: 

“Because we face not only military but economic aggression from the U. 8. 8S. R., 
military alliances are not enough. We believe that there must be economic 
cooperation, which, in turn, demands recognition of the fact that larger nations 
dare not in their economic policies act in such a way as to be detrimental to the 
economies of smaller nations joined with them in the eternal quest and main- 
tenance of freedom. We must cooperate in defense measures. I believe that in 
the years ahead we must cooperate to a greater degree in economic matters. 
Freedom cannot afford to allow any of the smaller nations to be weakened eco- 
nomically.” 

Early in October, the Canada-United States Cabinet Committee on Trade and 
Eeonomic Questions reinforced the Canadian Prime Minister’s view with a joint 
declaration that “the two countries have to deep and continuing interest in each 
other’s economic stability and strength * * * and that recognition of this in- 
terest was considered basic to close and effective cooperation between the two 
countries as an integral part of their contribution to world peace and security, 
including the common defense of North America.” 

Thus it is of vital importance to both countries that large pools of private 
capital be available for productive long-term employment in Canada on terms 
beneficial both to United States investors and the Canadian economy. 

On the contrary Canada has welcomed United States private capital and em- 
ployed it vigorously and productively during the postwar decade in enterprises 
vital to both mutual security and reciprocal economic development. Inflow of 
United States capital has helped Canada to expand great new reserves of such 
strategically essential raw materials as iron ore, uranium, nonferrous metals, 
crude oil, and natural gas. And the continuous inflow of United States money 
has enabled Canada to expand its power facilities and its manufacturing and 


processing capacity to produce more capital goods within her borders for both 
domestic consumption and export. 
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Portfolio investment companies 


To avoid misunderstandings, United States private capital abroad has a 
diplomatic, as well as an economic, mission to perform. 

If its operations raise tensions abroad, it is not performing its diplomatic 
mission. 

The nationals of many countries, including Canada, have shown some Sensitivity 
and some concern over the impact and the possible implications of direct United 
States investment abroad. 

Most citizens of Canada, where United States business has directly invested 
more than $5,000 million since the end of World War II, recognize that this vast 
flow of United States dollars has contributed essentially to their postwar eco- 
nomic progress. 

But they are aware United States direct investment poses new problems in 
international relationships. In Canada, for example, there has been public dis- 
cussion of the increasing dominance of the nation’s industrial, commercial, and 
economic life. 

One fact basis for these discussions is that Canada has been generally the 
principal free world area in which United States postwar direct investment has 


increased. In 1956 direct United States capital investments accounted for con- 
trol of more than half of Canada’s principal manufacturing, petroleum, and min- 
ing industries. 


Growth of 8 publicly held Canadian investment companies and all United States 
investment companies 








All United States publicly held investment 
companies (in United States dollars) 


Registered publicly held Canadian investment 
companies 




















| 
| 
Ten EG 
Number | Totalnet| Share- Number | Totalnet| Share- 
Date of com- assets holder Date of com- assets holder 
panies accounts panies accounts 
Thou- 
Millions Millions | Millions | sands 
1957 2 166 | 2 $10, 500 23.2 | 1957 : ae s $318.8 126 
1956 1___ 160 | 10,310 | 2.7 | 19561... __ 8 | 315. 2 | 97 
BE Bis Scene a 161 | 9,036 | 22 4:2066toc.i3. 7| 224.9 | 74 
kn akan aS | 7, 297 | 19 | 1954!__.... 4 126. 2 | 38 
1 Dec. 31. 
? Approximately. 
Dee. 1 
The eight registered Canadian investment companies 
There are eight Canadian investment companies, organized under Canadian 


laws and registered as foreign investment companies under laws of both Canada 
and the United States. These companies are: Canada General Fund, Ltd’; 
Canadian International Growth Fund, Ltd.’; Investors Group Canadian Fund, 
Ltd.; Keystone Fund of Canada, Ltd.1; New York Capital Fund of Canada, 
Ltd.2; Seudder Fund of Canada, Ltd.’; Axe-Templeton Growth Fund of Canada, 
Ltd. ; United Funds Canada, Ltd. 

PART IV 


National or international concern over dominance or control by United States 
corporations does not arise when portfolio investment companies buy shares in 
Canadian or other free world companies. (Because the investment companies 
become partners of Canadians in their own enterprises, rather than owning them 
outright to the exclusion of Canadians. ) 

Congress has recognized that investments abroad of the portfolio type have a 
very useful place. 

Under Federal and State laws and regulations governing their operations, and 
by their own charters and stated policies, portfolio investment companies of the 
mutual fund type are strictly circumscribed. 

Having committed themselves to considerable diversification of their port- 
folios, the Canadian investment companies limit sharply the percentage of the 
outstanding voting securities of any single corporation which they can own and 





1 Members, Committee of Canadian Investment Companies. 





PRIVATE FOREIGN INVESTMENT 641 


the percentage by value of their total assets which can be invested in the se- 
curities of any one corporation. Some may consciously elect to exceed these 
limitations where permissible in order to capitalize on desirable investment op- 
portunities but in no cases do registered investment companies buy securities 
for the purpose of exercising contral. These policies may not be changed with- 
out a vote of the shareholders. 


Investors are minority participants 

Hence it is clear that the Canadian companies are participants, not intruders, 
in the economic affairs of both the nations and the foreign corporations in which 
they invest their shareholders’ funds. As minority stockholders they do not 
exercise management or policy control, and it is not their purpose to do so. 

These companies function in Canada and elsewhere abroad as investment 
management specialists. Their principal responsibility is to apply their knowl- 
edge in achieving their United States shareholders’ objectives. Thus their basic 
interest lies in the organized and objective selection and supervision of Canadian 
and other foreign securities portfolios, which, in their professional judgment, 
can produce possible benefits for their shareholders. Their concern is the in- 
vestment values and longterm potential of securities—not in exercising man- 
agement or control. 
Canadian leadership widely represented 

Furthermore, the Canadian investment companies invite and obtain substan- 
tial Canadian representation on their own boards of directors, subject to re- 
quirements of laws under which they are registered. Directors whose knowl- 
edge and experience in Canadian business and finance have gained them high 
regard contribute importantly to guiding investment policies and decisions, and 
in interpreting trends influencing the long-range economic development and 
growth of Canada and other nations. 


International capital formation 

Capital formation, the process of putting capital to productive use, is basically 
a private investment function. As the United States Congress has pointed out, 
“private investment has many advantages. It is more likely to be put into 
projects which can be justified on economic grounds, by earning the highest pos- 
sible return.” It is the catalyst creating wider resource use, new wealth, and 
high levels of employment. 

Hence a basic and continuing objective of international economic statesman- 
ship is to attract and use private capital to make developed countries more 
efficient and to raise production and living standards in underdeveloped 
countries. 

Capital formation embraces the total flow of both direct and portfolio invest- 
ment dollars. This flow includes investment in both established enterprises 
requiring capital to finance their continued growth and in new enterprises need- 
ing capital in order to get started. 

United States dollars invested abroad in established enterprises free equiva- 
lent dollars of local capital for investment in other ventures. This applies in 
both direct investments and in portfolio investments by investment companies. 

The Canadian Royal Commission on Canada’s Economic Prospects in its 1956 
preliminary report pointed out that “it should be noted that a considerable part 
of the increase in direct foreign investment (in Canada) in recent years has 
heen accounted for by the retention and ploughing back of earnings by estab- 
lished concerns, many of which have paid only moderate dividends to their 
shareholders thus far.” 

This same policy is pursued by the registered Canadian portfolio investment 
companies. Instead of draining local economies by taking out current earnings 
and capital, these companies have enabled the United States investing public 
to maintain a steadily increasing revolving interest in the Canadian economy. 

sy reinvesting their earnings, the Canadian companies contribute further to 
Canada’s capital formation by taking advantage of rights offerings and purchas- 
ing new issues of securities in companies in which they are already invested. 

Individually, since their inception, the Canadian companies have invested in 
new issues from 5 percent to as much as 33 percent of the net proceeds they have 
received from investors in their shares. Of the combined total net proceeds 
received from investors since 1954, it is estimated that nearly 10 percent has 
been invested in as many as 40 different new offerings of Canadian securities. 
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So it is clear that United States investors through these companies are con- 
tributing significantly to capital formation. By plowing back their earnings and 
realized gains into purchases of both outstanding and new Canadian securities, 
these companies release a constantly growing volume of local capital to take 
any number of desirable directions. 

Thus individual United States investors in these, or similar registered foreign 
investment companies, without being subject to extraordinary risks, can help 
energize a chain reaction that keeps new money coursing throughout the eco- 
nomic stream of the free world. 

An example for expansion 

The registered Canadian investment companies thus have set an example 
capable of broad international expansion, where United States private capital 
in needed, where there are attractive opportunities for its employment and where 
the national climate is receptive. 

They have demonstrated that portfolio investment is practical because it 
serves the foreign investment needs of the United States public and that it is 
welcome because it contributes to capital formation without arousing misunder- 
standing abroad or imposing domination or control. 


United States private long-term investment in Canada 


[Millions of Canadian dollars] 
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1 Provisional estimates subject to revision. 





Norte.—Prior to the formation of the registered Canadian Investment companies in 1954, long-term 
United States portfolio investment in Canada had steadily declined in proportion to United States direct 
investment. This proportionate decline was slowed in 1954, and the operations of the registered Canadian 
investment companies have contributed substantially to the $1,131,000,000 growth in United States portfolio 
investment in Canada since the end of 1953. 

Source: Dominion Bureau of Statistics of Canada. 


STATEMENT FiLep sy Rosert J. Brrp, WASHINGTON, D. C., ON BEHALF OF JUSTIN 
MarTIN & Co., CERTIFIED PUBLIC ACCOUNTANTS OF SEATTLE, WASH. 


I am Robert J. Bird, an attorney, with offices at 816 Connecticut Avenue NW., 
Washington, D. C. I am submitting this statement on behalf of Justin Martin & 
Co., certified public accountants, of Seattle, Wash., to urge that the 10 percent 
stock ownership requirement in section 902 (a) of the 1954 Internal Revenue 
Code be reduced. Justin Martin & Co. represent several medium- and small-sized 
corporate clients who are engaged in timber and logging operations in Western 
United States and Canada. 

Many new timber areas in western Canada are presently being opened up for 
development. For business reasons, the operation and development of a timber 
and logging enterprise in Canada must be done by a resident Canadian corpora- 
tion. The financing of a new timber development corporation requires the invest- 
ment of large amounts of capital placed at risk for many years and even a small 
interest in such a corporation represents a considerable outlay for a medium- 
sized company. The development of new timber areas in the mountainous re- 
gions of western Canada must be done on a very large scale in order to have a 
profitable operation because of the heavy expense for road construction to make 
the new timber areas accessible. Existing Canadian timber corporations be- 
cause of the great need of new capital are selling newly issued stock to new 
stockholders and are thus diluting the percentage interest of their present 
stockholders who cannot afford to subscribe to the new stock. 

Presently, under section 902 (a) of the 1954 Internal Revenue Code, in comput- 
ing its foreign tax credit, a United States corporate stockholder which owns at 
least 10 percent of the voting stock of a foreign corporation with respect to divi- 
dend income is treated as having paid a proportionate part of the foreign in- 
come taxes paid by the foreign corporation on such income. Thus, in effect divi- 
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dend income received by United States corporations from a 10 percent-or-more- 
owned foreign corporation is subject to a tax rate not in excess of the United 
States corporate tax rate on the dividend. However, if a domestic corporation 
receives dividends from the earnings of a foreign corporation in which it owns 
less than 10 percent, a foreign income tax credit may not be claimed for the tax 
paid on the earnings of the foreign corporation. Moreover, the 85 percent divi- 
dends received deduction usually available where one corporation receives divi- 
dends from another corporation is not allowed for dividends from a foreign cor- 
poration from foreign income sourees. : This; it can be seen that there is a dou- 
ble tax on earnings of this type—since both Canadian and United States taxes 
are paid on the same income and no credits or deductions are available. The 
tax burden can be quite considerable where, as in Canada, the foreign income tax 
rate approaches United States tax rates. 

This statement is filed to urge that the 10 percent stock ownership limitation 
now contained in section 902 (a) of the code be either eliminated or lowered to 
5 percent. As presently constituted the limitation works a real hardship on me- 
dium- and small-sized timber companies by discouraging their participation in the 
development of new timber areas in western Canada since they cannot afford a 10 
percent or larger stock interest and income from lesser percentage interest is 
subject to prohibitive taxation. As a result, at the present, for the most part, 
the only United States companies participating in the development of new Ca- 
nadian timber areas are the giants in the industry since only they can afford the 
purchase of the 10 percent or larger interests. In addition, present United 
States corporate stockholders who own a 10 percent or larger stock interest in 
existing Canadian timber companies are finding their stock interests diluted, 
sometimes below 10 percent, where the Canadian company needs additional funds 
and the United States stockholder is not able to purchase newly issued stock. 

The 10 percent stock ownership limitation in section 902 (a) of the 1954 In- 
ternal Revenue Code was first provided in the internal-revenue laws by section 
332 (a) of the Revenue Act of 1951. Prior to the 1951 Revenue Act, a United 
States corporation had to own a majority of the voting stock of a foreign cor- 
poration in order to be treated as having paid a proportionate part of the for- 
eign income taxes imposed on the foreign corporation. The enactment of the 
10 percent stock ownership rule was in accord with a Treasury Department state- 
ment presented to this committee on February 3, 1950, in which it was recom- 
mended that the majority stock ownership rule be abandoned in order to “en- 
courage potential investors to pool their resources in undertaking new ventures 
in foreign countries.” (See p. 92 of the hearings before the Ways and Means 
Committee on the Revenue Revision Act of 1950.) 

The 10 percent stock ownership requirement was a Senate Finance Committee 
amendment to the Revenue Act of 1951. The Senate Finance Committee report 
on the provision (p. 55 of S. Rept. No. 781, 82d Cong., 1st sess.) states that the 
10 percent limitation was provided for administrative reasons. It apparently 
was believed to be too burdensome to require foreign corporations to supply the 
information needed to justify the amount of foreign taxes paid where the United 
States shareholder held only a small interest. Thus, the 10-percent figure was 
inserted merely to make sure that the United States corporate investor had a 
substantial enough interest in the affairs of the foreign corporation to warrant 
obtaining the necessary information. 

While a 10 percent stock interest might be a minimum figure in the case of a 
foreign corporation, with say 10 or less stockholders, this would not be true in 
a corporation which has a large number of investors. For example, in a cor- 
poration having 25 or more separate owners, a 5 percent stock interest might 
represent the largest stockholding in the corporation. For the corporation to 
supply the information needed to substantiate such a stockholder’s proportion- 
ate part of foreign income taxes paid in its behalf would not be unduly burden- 
some. It is respectfully submitted that a 5 percent stockholder in a foreign cor- 
poration which had a large number of stockholders is in as good a position to 
obtain any information needed to substantiate the payment of the foreign income 
taxes by the corporation as a 10-percent stockholder is in a more closely held 
corporation. 

It also should be remembered that the burden is always on the taxpayer to 
prove its case and if it cannot obtain the substantiating information, it would 
not be treated as having paid any foreign taxes upon the dividends received 
irrespective of the percentage of interest of the foreign corporation’s stock 
owned. It is interesting to note that in section 138 (c) of the 1948 revenue 
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revision bill (H. R. 6712, 80th Cong., 2d sess.), the stock-ownership requirement 
for United States corporate shareholders (then 50 percent) would have been 
eliminated entirely from the Internal Revenue Code. However, while the 1948 
revenue revision bill was passed by the House of Representatives, it was not 
acted upon by the Senate. 

The expenditures and/or risks inherent in many foreign investments are some- 
times so great that it is necessary for a large number of investors to pool their 
resources. The reduction of the required stock ownership in foreign corpora- 
tions fom 50 percent to 10 percent was a large step in the right direction. It 
gave incentive to United States corporate investors to undertake foreign invest- 
ments which they might well not have otherwise undertaken. It is respectfully 
suggested that a further reduction in the stock-ownership requirement in sec- 
tion 902 (a) from 10 percent to 5 percent would give further incentive for smaller 
investors to invest in foreign enterprises. This would have the additional ad- 
vantage of placing medium- and small-sized corporations which desire to invest 
in foreign enterprises—such as timber and logging operations which require large 
sums of capital—on an even footing with their larger competitors who can afford 
to hold 10 percent or larger interests. 


AMERICAN CHAMBER OF COMMERCE OF MEXICO, 
Mewzico City, November 25, 1958. 
Congressman HALE Boaegs, 
Subcommittee on Foreign Trade Policy, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

DEAR CONGRESSMAN: We understand from reports in the international press 
that your subcommittee will begin public hearings next Monday, December 1, on 
the subject of United States private foreign investment, and that the purpose 
of those hearings will be to explore the general subject and to identify those 
aspects of the subject on which legislative recommendations may be appropriate. 

As a group of some 1,600 American and Mexican business organizations operat- 
ing in this country, the American Chamber of Commerce of Mexico has a great 
interest in the work of your subcommittee in general, and in additional American 
investments here in particular. 

We who live and work in Latin America are faced at this time, as you well know, 
with the serious threat of communistic strangulation. This is not a future 
threat, but an actual, present-day fact, and as an indication of the danger, we 
need only to quote the headlines from the November 20, 1958, issue of the Wall 
Street Journal: “Wooing the Latins—Reds Offer More Trade, Aid to South 
America Find Rising Acceptance—Soviet Bloc Now Buys 26 Percent of Uruguay 
Wool; Argentina Gets 100 Million Dollar Credit—A Spur: Area’s Economic Woe.” 

Of course you gentlemen realize that strong measures must be taken to combat 
and defeat this communistic offensive in Latin America and that is the reason 
for the present foreign trade policy hearings. 

May be contribute to those hearings by stating the premise which may not be 
new and original but which we know, through our personal, on-the-ground expe- 
rience, to be effective. 

Communistic inroads on all fronts in Latin America can be stopped, turned 
back, and eliminated. 

The most effective weapon to achieve that goal is additional private American 
investments in Latin America. 

The increase in the influx of capital in its turn would strengthen the economies 
of these countries, raise the standard of living, modernize—and this is most 
important—the industrial, agricultural, and mining facilities of these countries, 
thus stabilizing the political situation existing therein. As a result, in the event 
of another world war, the United States would be able to gain greater aid from 
all these modernized facilities as well as from such stable political and economic 
entities. 

Greater private American investments in the countries to the south would 
increase travel in those areas by United States citizens for the purpose of inves- 
tigating and protecting their interests. The Latins would have the opportunity 
to become familiar with individual Americans and with the policies of the United 
States Government, resulting in a much better mutual understanding. 

However, the American investor is interested obviously in high returns. He 
will not invest outside the continental limits of the United States unless he sees 
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the chance of making a greater profit than from an equal investment within the 
United States, This is so because he would be operating under additional risk 
since he would be investing in countries where, at least at the present time, the 
political and economic problems are considerably greater than they are in the 
United States, and the general situations are less stable. 

It is our opinion that the American Government should encourage these invest- 
ments by American citizens by opening the prospects of greater returns through 
the elimination of American income tax on income earned from these sources. 

As we all know, the American Government has indicated that it is favorably 
inclined toward investments by its citizens abroad but up to the moment we 
see no concrete encouragement for such investments and we feel that the elim- 
ination of this tax on income from investments abroad would be the first major 
step. Incidentally, such a change in the tax laws would place American nationals 
for the first time on equal footing with nationals of many other countries invest- 
ing in Latin America—nationals who pay income taxes to the countries where 
they operate but not to their countries of citizenship. 

It is our opinion that the cost to the United States would be minimal. As an 
example, if a billion dollars were invested in Mexico, the loss of normal income 
from this money, if it had been invested in the United States would be $50 
million, more or less, and the tax loss to the United States Treasury would be 
in the neighborhood of $25 million. This is a very small price to pay for the 
advantages that we have mentioned. 

In addition, it is probable that the need for intergovernmental economic aid 
would decrease, with a considerable savings to the taxpayers of the United States. 
In our opinion, the Latin countries would prefer private investments to govern- 
mental aid since they would have less feeling of being in the position of poor 
relations subject to impositions by the wealthy uncle. 

As a result of the expanded economies in these countries, more products of 
the United States could easily be acquired by them and more taxes would be col- 
lected by the United States Treasury from profits of the companies exporting 
these products. Therefore, the overall tax loss would be negligible. 

We understand that there have been some proposals of small tax credits to be 
allowed by the United States in this case. We feel that the small percentage of 
credit would be of little inducement to the average American investor and that 
due to the small cost to the United States, it would be possible to allow a 100- 
percent exemption from American income tax on earnings from these sources. 

In conclusion, we suggest that at a comparatively small cost, the United States 
could insure by this step a tremendous increase in the security of the Western 
Hemisphere as with economic stability would go stable democratic governments, 
and through greater travel of Americans to Latin America we would be sending 
to these countries our best ambassadors of good will. 

During your hearings next week, Congressman Boggs, will you and your fellow 
committeemen please give the foregoing thoughts your usual serious consid- 
eration? 

Thank you. 

Sincerely, 
Henry A. SuHute, Secretary-Manager. 


STATEMENT OF SIDNEY A. SWENSRUD, CHAIRMAN OF COMMITTEE FOR A NATIONAL 
TRADE PoLicy 


The Committee for a National Trade Policy, as the subcommittee members 
know, is an organization devoted primarily to public education on the issues 
which our Nation faces in maintaining a foreign-trade policy in the essential 
national interest. It has been our major purpose and function to clarify to the 
American public the stake the United States has in an enlightened trade policy—a 
policy which will make possible ever-increasing levels of international trade and 
thereby contribute to our essential economic growth and concomitantly to our 
security. It is and has been our firm conviction that the needs of the United 
States for steady economic expansion at home,:our position of world leadership, 
our obligation to our friends and. allies ‘abroad, as the world’s most affluent 
nation, demand of us a trade policy which makes a clear contribution to the 
economic strength and unity of the free world. The recent massive Soviet eco- 
nomic offensive makes this kind of a trade poliey a primary necessity if we are 
successfully to maintain our position and achieve the economic expansion we 
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require while at the same time preserving and strengthening the bases of our free 
political and economic system. 

While the subject which presently occupies the subcommittee—that of United 
States private foreign investment—is not a primary concern of our committee, 
it is obvious that there is a close relationship between private investment policy 
and practice, and commercial policy. Because there can be little question that 
the volume and kind of foreign investment in which the United States Govern- 
ment, or private United States citizens and corporations, participate affects 
directly the volume and kind of international trade, we are concerned with the 
policies designed to stimulate such investment are policies which will, at the 
same time, increase international specialization of production on an economic 
basis, expand international trade and improve the conditions of international 
competition. 

We regard the continued and growing volume of private foreign investment, 
wisely planned and conceived, as indispensable to major United States foreign 
policy objectives, and, indeed, to domestic objectives. 

This is particularly true with respect to underdeveloped countries of the 
world which thus far, as Secretary Dillon and Secretary Kearns have pointed 
out, are precisely the nations which have received the smallest portion of total 
investment abroad since the last war. Yet it is the underdeveloped countries 
which are in the greatest need not only of public government-to-government loan 
assistance, which can provide the base for rapid economic growth where condi- 
tions are favorable, but of the kind of investment, primarily private, in industrial, 
manufacturing and commercial projects which can provide the fact of economic 
growth and higher standards of living. It is at least in part an inadequacy of 
basie facilities—railroads, harbors, power installations, highways—which has 
thus far inhibited the flow of private investment to these nations. Inevitably, 
under these circumstances, standards of living are low, domestic markets are 
limited, and opportunities for profitable private investment are fewer and less 
attractive than in more highly developed countries. Moreover, it is typical that 
in the less developed countries governments are weak, traditions of privately 
financed broad-scale production less stable, and balance-of-payment situations 
more precarious. 

We should be aware that many of these countries lack the basic elements 
of sound economic development. They are commonly overpopulated, frequently 
with birthrates which promise population increases in the future which will 
exceed any reasonable prospect of per capita increases in living standards; they 
often lack natural resources of a nature which are either readily marketable 
or lend themselves to profitable development with or without massive infusions 
of foreign capital. Finally, their social and economic institutions frequently 
are fundamentally hostile to expansion by means of private enterprise and invest- 
ment. United States efforts to change the mores of such countries can easily 
meet with total failure, compounded with increased estrangement if not enmity. 

All of this merely underlines the difficulty of devising effective means for pro- 
moting an increasing sound private investment to those countries which because 
of their abysmal poverty need it most. 

Since our committee’s major interest and purpose are in the field of foreign 
trade policy, some brief comments from that point of view on the kinds of incen- 
tives, their selectivity in application, and the necessary conditions for maximum 
effectiveness, might be useful. 

As we have indicated, and as has been generally recognized in testimony before 
this subcommittee, the need for private capital formation is greatest in the 
underdeveloped countries. These are the countries which are the direct targets 
of the Soviet economic offensive; these are the countries whose future course 
must have the profound effect upon United States security. We would thus 
suggest to the subcommittee that they consider particularly those proposals de- 
signed to channel increases in our private investment primarily to those areas of 
the world. It seems to us that’generalized incentives applying equally to foreign 
investment in all nations of the free world would be unlikely to change past 
patterns of investment substantially. They would thus not entirely meet our 
policy needs. 

We woud suggest also that all private foreign investment is not necessarily 
good. Investment which is attracted by special and perhaps artifiical advan- 
tages might well be thoroughly unsound in the long run. A case in point might 
be one where the decision to invest is based upon the desire to jump quota or high 
tariff barriers which have effectively prevented direct exports to the recipient 
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country, rather than upon factors of comparative economic advantage. It would 
seem unsound for the United States to provide additional incentives in this 
situation, particularly when it applies to the highly developed countries. The 
basic problem is one of getting the trade barriers reduced and our policy should 
instead be directed, through the GATT, to that end. 

This consideration leads to an observation on the question of protectionism. 
It would not seem to us wholly desirable investment if terms and guaranties of 
such investment provided for indefinite protection either by import quotas or by 
prohibitive tariffs on the part of the host country. We appreciate, of course, 
that new industries, particularly in underdeveloped countries, are frequently 
high-cost industries and may need at least temporary protection. We would 
strongly urge that any policy the United States might adopt in this area should 
have as part of its basic principles the clear recognition that a protected in- 
dustry is normally an uneconomic one. In the absence of overriding reasons of 
national importance, such protection as might be found necessary in the estab- 
lishment of these industries and during their early development, should have 
a definite limit in time. Without an awareness of this consideration there is 
every danger of a decline in international trade and an increasingly uneconomic 
distribution of poductive facilties. We wish to emphasize that this suggestion 
is not intended to apply to situations where extremely rapid economic growth 
is essential and where the economic soundness of the investment should be 
subordinated to other more urgent requirements. 

As Secretary Kearns pointed out, United States foreign trade has increased 
directly with the volume of our private foreign investment in the past 7 years. 
However, the correlation might well be closer were there more widespread ac- 
ceptance of the principle suggested above. It is particularly important in those 
cases Where abnormal or artificial incentives which are indiscriminate in their 
application provide the intial impetus for the investment project. 

A final consideration which we would like to emphasize to the subcommittee 
concerns the relationship of United States trade policy to our private foreign 
investment. As we all know, United States private foreign investment running at 
the recent rate of over $3 billion a year has been an important factor (together 
with foreign grants and loans) in our total balance-of-payments. We all agree 
that this foreign investment must and will continue and, we hope, increase. An in- 
crease might make possible a reduction in some phases of our foreign-aid pro- 
gram, by reducing the total gap between our imports and exports (including 
invisibles). If United States investors are to send their money overseas with 
confidence, they must be able to see how their investment can be repaid and 
how they can receive a return on that investment. 

But we must beware of the “Ponzi” effect—constantly increasing United States 
foreign investment may well for a considerable time enable countries ot pay a 
return on previous investment; it may, in certain cases, cause a discount on the 
dollar (as in Canada in recent years), but the reckoning must come. The invest- 
ment must be sufficiently sound and the true economic expansion sufficiently great 
to support by actual production the necessary external payments. This is not 
always easy to achieve. 

Actually, there are no incentives short of total convertibility guaranties likely 
to induce any volume of private foreign investment where the prospects of repatri- 
ation in dollars are poor. The most important source of dollars for foreign 
countries is in their export trade with the United States. If our foreign invest- 
ment is to continue and to increase, and if it is to yield a return, inevitably the 
United States must pursue a liberal import policy and we may foresee that 
ultimately, as in the case of Great Britain in the last century, our imports could 
well exceed our exports. No other result could ensue if our capital exports are 
soundly founded. At the same time, anything other than a liberal import policy 
on our part would confound our purpose and our investment be wasted in any 
economic sense. 

This prospect of a reversal in our “favorable” balance-of-trade’sheuld not be 
regarded with dismay. Increasingly our imports will consist of raw materials 
and tropical foodstuffs as our population increases and as our own natural 
resources are depleted. We may expect that the composition of our exports 
might change; that we will export increasingly more sophisticated products with 
a high degree of value added by complex manufacturing in plants with substan- 
tially greater capital investment per worker than presently prevails, and perhaps 
a lesser quantity of simpler products. The entire process should represent a net 
gain for the United States economy. 
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In summary, we would remind the subcommittee that while there can be no 
question of the importance and indeed the necessity from the standpoint of the 
welfare of the United States and the free world for increasing United States 
private foreign investment, the policies that induce this investment, in order to 
serve their purpose in the fullest sense, should be related directly to a United 
States trade policy and to trade policies of other countries which are liberal and 
which promote the greatest possible volume of international trade. 





STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION BEFORE THE SUBCOM MIT- 
TEE ON FOREIGN TRADE POLICY OF THE HOUSE COMMITTEE ON WAYS AND MEANS 
WITH REGARD TO UNITED STATES FOREIGN INVESTMENT 


The American Farm Bureau Federation represents 1,600,000 farm families 
from the 48 States, Puerto Rico, and Hawaii. At the 40th annual meeting re- 
cently held in Botson, Mass., the official yoting delegates adopted the 1959 national 
policies. These policies recognize the importance of foreign investment toward 
the attainment of a lasting peace and a high standard of living for all peoples of 
the free world. They recognize that expanded foreign investment is essential 
for a high level of mutually beneficial trade. The 1959 farm bureau policies state 
in part: 

“The United States must demonstrate to the world that a dynamic, expanding, 
competitive capitalism is a major factor contributing to the more abundant 
life that people everywhere are seeking. For an economy to be dynamic and 
expanding, goods and capital must flow freely. This requires world trade and 
world investment. Government should encourage private investment and stimu- 
late trade as an outlet for the increasing productivity of the world’s farms and 
factories. This approach requires systematic abandonment of policies directed 
toward restriction of the production and distribution of goods and services 
throughout the world.” 

The primary need for encouraging a greater degree of private participation in 
economic activities abroad is dependable assurance from foreign governments 
that private enterprise is welcome and that it will be given fair treatment. We 
believe that it should be a major objective of United States foreign policy to en- 
courage other countries to establish conditions that will attract private invest- 
ment in industry and commerce. We are fearful that in some cases the avail- 
ability of foreign aid from the United States Government—either in the form of 
gifts or “soft” loans—may actually encourage some government to believe that 
there is no need for them to take the actions that are needed to encourage private 
investment. 

In a number of cases a more liberal policy on the part of the United States 
with respect to imports would help to encourage private investment abroad. 
The so-called voluntary quotas on imports of foreign oil and the recently un- 
nounced import quotas on lead and zinc are examples of United States Goy- 
ernment policies that act as deterrents to private United States investments 
abroad. “Buy American” requirements are another example. If it is United 
States policy to encourage foreign investment and foreign economic develop- 
ment, it would seem that we ought to be willing to contribute to the achieve- 
ment of this policy by permitting the importation of the products that are 
brought into the market by foreign investment and economic development. 

We are aware of the fact that some important restrictions have been imposed in 
the name of national security, but we are not convinced that such restrictions 
are consistent with the objective of strengthening national security. On the 
contrary, we believe that the United States could do more to build strong allies 
by reducing trade barriers than it can ever hope to do by restricting imports 
and then trying to close the “dollar gap” with foreign aid. The argument 
that some foreign sources of supply might be shut off in case of emergency does 
not explain the import restrictions that have been imposed against nearby coun- 
tries whose supplies are almost as available to us as if they were within our 
own borders. There actually have been instances where such countries have 
been forced into trade relations with the U. 8S. S. R. as a result of restrictive 
actions on the part of the United States. 

In our opinion, Government investment guaranties and financial aid are poor 
substitutes for (1) the encouragement by foreign countries of private invest- 
ment, and (2) a more liberal trade policy on the part of the United States. 
Tax incentives might contribute to the expansion of private invest.rzent abroad 
in some instances but we very much doubt that taxes are a fundamental part 
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of the problem. We are aware of no tax incentive plan that would not benefit 
unneeded, as well as needed, investments, or “riskless” as well as “risk” cap- 
- ital. Tax incentives could also lead to demands for protection where goods are 
to be produced for export to the United States. 

Farm bureau feels that private investment can be affected critically by United 
States policies in regard to Government loans and economic aid. Our 1959 
policies state: 

“Economic aid should emphasize loans rather than grants. It should be made 
clear that public loans are limited and that such loans are an unsatisfactory 
substitute for private investment. The Development Loan Fund, established 
under the mutual security program, should be used only after it has been clearly 
demonstrated that financing is not available through private investment, the 
World Bank, the International Finance Corporation, or the United States Ex- 
port-Import Bank. Development loan funds should be made available only 
where it is clearly demonstrated that the recipient country is prepared to fol- 
low national economic policies which promote private enterprise investment to 
the maximum extent. We believe that there are now established sufficient 
sources of credit, both bilateral and multilateral, to meet the needs of countries 
desiring loans for economic development. Where credit in the nature of eco- 
nomic aid is provided, the United States should exercise direct control over dis- 
bursements.” 

As indicated above, we are fearful that the extension of soft credit on a gov- 
ernment-to-government basis would discourage foreign countries from taking the 
type of actions that are necessary to encourage private investment unless such 
transactions are carefully screened and strictly limited as to type. This would 
be unfortunate as we do not believe that it is possible that the full needs of un- 
derdeveloped countries for capital and economic development can ever be met by 
direct government-to-government loans or grants. 

In our opinion, therefore, the United States should, in part, resolve the prob- 
lem of determining whether private funds are available by moving away from 
grants and “soft” loans except in extraordinary circumstances. Grant programs 
should be restricted to purposes that are essential to mutual security and emer- 
gencies such as famine relief. As a general rule, dollars earmarked for foreign 
loans should be channeled through banking institutions such as the United States 
Export-Import Bank, the World Bank, and the International Finance Corpora- 
tion. To the best of our knowledge the procedures of these institutions for de- 
termining whether private funds are available are reasonably adequate. We do 
not believe that direct loans should be made by the United States Government 
unless it has been demonstrated that the borrower cannot qualify for a loan 
from the Export-Import Bank, the World Bank, or the International Finance 
Corporation. It should be demonstrated that the borrower’s inability to ob- 
tain such a loan is not due to national economic policies which tend to restrict 
private enterprise and act as barriers to private investment. 

The American Farm Bureau Federation is concerned over the great number 
of proposals for additional multilateral institutions which would provide loans 
for economic development. We believe it is essential that a distinction be made 
between actually “bankable”’ loans and economic aid provided from United 
States Government funds. 

We believe that there are now established sufficient sources of credit for 
“bankable” loans, namely private institutions, the United States Export-Im- 
port Bank, and the World Bank. We believe that where the transaction is in 
the nature of economic aid the United States should exercise direct control over 
the disbursement of funds. The Development Loan Fund represents such an 
approach and we feel that a United States agency can more properly administer 
such a program than a multilateral institution. 


The subcommittee is adjourned. 


(Whereupon, at 4:17 p. m., December 5, 1958, the subcommittee 
was adjourned. ) 
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